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PREFACE 


Starting with this issue, Tax Expenditures will be published as two separate documents: 
Tax Expenditures and Evaluations and Tax Expenditures: Notes to the 
Estimates/Projections. 


Tax Expenditures and Evaluations, which will be published annually, will continue 
to provide estimates and projections for broadly defined tax expenditures. In addition, 
starting this year, this report will include descriptive papers on tax expenditures that 
readers may find useful. This year’s report contains the following three papers: 


= “Defining Tax Expenditures.” In light of developments in this area over the past 
decade and in light of the diverse practices followed by different countries in 
reporting tax expenditures, this paper reviews various methodologies for identifying 
and reporting tax expenditures. 


a “The Alternative Minimum Tax.” This paper reviews the alternative minimum tax 
(AMT) and demonstrates that the Canadian AMT has achieved its objective of 
reducing the extent to which high-income tax filers pay little or no income tax. 


a “GST/HST Treatment of Export Distribution.” This paper provides further 
background information on measures in this area introduced in the 2000 budget. 


The second document, Tax Expenditures: Notes to the Estimates/Projections, sets out 
the approach used in developing the estimates and projections for the tax expenditures 
contained in the first report. It also provides a description of each tax expenditure and 
a Statement of their objectives. Until now, this information was published in the same 
report as the estimates and projections; the move to separate documents will therefore 
make the main report easier to use. This second report will be published less frequently 
than the main report given that the information it contains does not change often. 
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TAX EXPENDITURES: 
ESTIMATES AND PROJECTIONS 
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ESTIMATES AND PROJECTIONS OF TAX EXPENDITURES 


While there is agreement on the conceptual definition of tax expenditures, there is no 
widely accepted operational methodology for estimating them. A range of methodologies 
exists internationally, some restrictive, others very broad. The broadest of the available 
options is to estimate tax expenditures as all deviations from a benchmark tax system. 
Typically, these deviations take the form of exemptions, deductions, rate reductions, 
rebates, credits, deferrals and carry-overs. 


The approach used in this document seeks to provide as much information as possible 
to the reader, without getting into a controversy as to whether or not an item is a tax 
expenditure. Consequently, any deviation from a narrowly defined tax structure is 
reported. This allows the reader to decide whether or not a particular item qualifies as 

a tax expenditure. These deviations from the tax system are reported in two parts: one 
includes a list of all items that could be considered tax expenditures under a very broad 
(and perhaps unrealistic) definition; all other deviations from the benchmark tax system 
are reported as memorandum items. 


Caveats 


Care must be taken in interpreting the estimates and projections of tax expenditures in 
the tables for the following reasons. 


m= ‘Tax expenditures are values of tax revenues forgone to achieve a variety of economic 
and social objectives. Whether or not the magnitudes of tax expenditures are 
appropriate depends upon an evaluation of the social and economic policies that 
generated them. The values reported in the tables provide no information to permit 
such an evaluation. 


= Estimates of various tax expenditure items cannot be added together — this is because 
the cost of each tax expenditure is estimated separately, assuming that all other tax 
provisions remain unchanged. 


= ‘The estimates assume all other factors remain unchanged (1.e., there is no allowance 
for behavioural changes, consequential government policy changes or changes in 
aggregate economic activity in response to the change in the tax expenditure). 


= In addition to these considerations, the projections are subject to forecast error and 
are “best efforts” that have no greater degree of reliability than the variables that 
explain them. 


= The federal and provincial income tax systems interact with each other to various 
degrees. As a result, changes to tax expenditures in the federal system may have 
consequences for provincial tax revenues. In this publication, however, any such 
provincial effects are not taken into account — that is, the tax expenditure estimates 
are purely federal in nature. 


= Inthe case of the harmonized sales tax in effect in Nova Scotia, New Brunswick, 
and Newfoundland and Labrador, only the federal cost of the tax expenditures 
is reported. 


It should also be noted that, on occasion, the estimated or projected change in the value 
of a tax expenditure in this report does not coincide with that shown in the 2000 budget. 
For example, this report shows that the cost of the capital gains inclusion rate increased 
by $450 million between 1999 and 2000. This increase is due to the reduction in the 
inclusion rate from three-quarters to two-thirds that was announced in the 2000 budget. 
However, according to the 2000 budget estimate, the cost of this change is only 

$135 million for that same period. By itself, the reduction in the capital gains inclusion 
rate raises tax expenditures and lowers budgetary revenues by the same amount. But 
the lower inclusion rate is expected to induce additional realizations, which reinforces the 
increase in tax expenditures while providing an offset to the loss in budgetary revenues. 
As a result, a substantial gap between the two estimates emerges. 


A second example is the change in the partial exemption of scholarship, fellowship and 
bursary income, which was also announced in the 2000 budget. The cost of this change 
was estimated at $30 million for the 2000 tax year. In contrast, the associated tax 
expenditure provided in this document is $16 million in 2000 (up $13 million from 

$3 million in 1999). In this case, the apparent disparity is largely a matter of presentation. 
The total cost of this measure shown in the budget is spread over two or more categories 
in this report. The 2000 budget estimate of $30 million consists of $13 million that will 
be claimed by students and a further $17 million that will either be carried forward or 
transferred to parents and claimed by them. These amounts are shown separately in 

this report. 


WHAT’S NEW IN THE 2000 REPORT? 


The 2000 budget made changes that affect the value of a large number of tax 
expenditures. The benchmark against which tax expenditures are measured was altered 
by reducing the middle tax rate and reintroducing full indexation in the personal income 
tax system, and by reducing the general corporate tax rate. This has an indirect effect on 
the value of personal and corporate tax expenditures. For example, the tax expenditures 
associated with the low rate for small business and for manufacturing and processing are 
reduced because they are measured against a lower benchmark. In addition, changes were 
made to specific tax expenditures, and this affects their value directly. 


These changes are noted below. 


Personal Income Tax 


Eliminate Automatic Increases in the Tax Burden Due to Inflation 


= Immediately restore full indexation of the tax system effective J anuary 1, 2000, for all 
amounts that were previously partially indexed, the income thresholds affecting these 
amounts, and the taxable income thresholds at which all marginal tax rates begin to 
apply. The indexation factor for a given taxation year beginning January | is the 
percentage change in the average consumer price index for the 12-month period 
ending on September 30 of the previous year. 
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Indexation will increase tax expenditures associated with indexed credits, such as 
the spousal credit, by increasing their value, and with credits with indexed thresholds, 
such as the Canada Child Tax Benefit, by increasing the number of eligible claimants. 


On the other hand, by eliminating bracket creep, indexation will reduce the tax 
expenditures associated with non-refundable credits, such as the tuition credit, used 
by low-income earners to reduce their federal taxes owing to zero. 


Reduce the High Tax Burden at the Middle-Income Level 


Reduce the middle income tax rate from 26 per cent to 24 per cent effective 
July 1, 2000. 


Increase the 5-per-cent surtax threshold from $12,500 to $18,500 of basic federal tax 
(at an income level of about $85,000) effective July 1, 2000, and reduce the surtax 
rate from 5 per cent to 4 per cent effective January 1, 2001. 


These measures will generally reduce tax expenditures associated with certain 
deductions and non-taxable benefits, such as business-paid health and dental benefits, 
by reducing marginal tax rates. 


Increase Support for Children 


Increase the Canada Child Tax Benefit base benefit by $70 per child, including 
indexation, effective July 2000. 


By July 2001, increase the National Child Benefit supplement by $200 per child, 
including indexation, from the currently scheduled July 2000 levels of $955 for 
the first child, $755 for the second child and $680 for each subsequent child. 


Make the Income Tax System More Internationally Competitive 


Reduce the capital gains inclusion rate from three-quarters to two-thirds for capital 
gains realized after February 27, 2000. 


Postpone taxation of gains on shares acquired under qualifying stock options to 
when shares are sold rather than when options are exercised. 


Allow tax-free rollover of capital gains on qualified investments from one small 
business to another. 


Increase the limit for the foreign property rule in respect of deferred income plans 
generally to 25 per cent for 2000 and 30 per cent after 2000, from the prior level of 
20 per cent. The limit had been raised from 10 per cent between 1990 and 1994. 


Increase the annual exemption on scholarship, fellowship and bursary income from 
$500 to $3,000 beginning with the 2000 taxation year. The increase applies only to 
amounts received by students enrolled in programs that entitle them to claim the 
education credit. 


Enhance Tax Assistance for Charities 


= Eliminate the $1,000 minimum deemed adjusted cost base and deemed proceeds 
of disposition when personal-use property is donated as a charitable gift, if the 
personal-use property is acquired after February 27, 2000. 


= Extend the charitable donations tax credit to donations of registered retirement 
savings plan, registered retirement income fund and insurance proceeds that are made 
as a consequence of direct beneficiary designations. This measure will apply in 
respect of an individual’s death that occurs after 1998. 


= Further enhance the incentives for the protection of ecologically sensitive lands by 
reducing the income inclusion rate by one-half in respect of capital gains arising from 
gifts of ecologically sensitive land and related easements, covenants and servitudes 
to qualified donees other than private foundations. 


= Reduce by half the income inclusion of stock option employment benefits realized 
as a result of the charitable donations of shares acquired with employee stock options. 
This will allow the tax treatment of such donations to parallel the reduced capital 
gains inclusion rate for donations of publicly traded securities. 


Enhance Tax Assistance for Persons With Disabilities 


a Extend eligibility for the disability tax credit (DTC) to individuals requiring 
extensive therapy. 


» Expand the list of relatives to whom the DTC can be transferred. 


= Increase the value of the DTC by up to $500 for families caring for children eligible 
for the DTC. 


= Increase the maximum child care expense deduction available in respect of persons 
eligible for the DTC to $10,000 from $7,000. 


= Make expenses relating to the costs of adapting a new home to the needs of a disabled 
person eligible under the medical expense tax credit. 


= Expand the attendant care deduction to include the cost of an attendant required in 
order to attend school. 


Other 


= Reduce the special federal surtax levied on individuals who have income that is 
considered to have been earned in Canada, but which is not considered to have been 
earned in a province. In light of recent changes in provincial tax rates, the federal 
surtax on income not earned in a province will be reduced from 52 per cent of basic 
federal tax to 48 per cent. 


= Offset interest on personal tax overpayments and underpayments to ensure that refund 
interest accruing over a period is taxed only to the extent that it exceeds any arrears 
interest that accrued over the same period to which the refund interest relates. 


ed 


Business Income Tax 


Reduce the federal corporate income tax rate on business income not eligible 

for special tax treatment by | percentage point from 28 to 27 per cent, effective 
January. 1, 2001. This lower rate will not apply to small business and Canadian 
manufacturing and processing income, investment income that benefits from 
refundable tax provisions or income from non-renewable natural resource activities. 
The reduction will also not apply to mutual fund corporations, mortgage investment 
corporations and investment corporations. As such, the corporate tax rate used for 
the benchmark, including the corporate surtax, is reduced to 28.12 per cent for 2001 
and 2002, from 29.12 per cent in previous years. 


Reduce the federal corporate income tax rate on income between $200,000 and 
$300,000 earned by a Canadian-controlled private corporation from an active 
business carried on in Canada by 7 percentage points from 28 to 21 per cent, effective 
January 1, 2001. Income eligible for this lower rate will be reduced to the extent that 
the corporation has manufacturing and processing (M&P) income subject to the 
reduced M&P tax rate or income from resource activities. 


Extend the temporary capital tax surcharge on large deposit-taking institutions to 
October 31, 2001, pending completion of a review of the application of the surcharge. 
This review was announced in June 1999 as part of the reform of the financial 
services sector. 


Sales Tax 


Introduce a new partial rebate for the goods and services tax/harmonized sales tax 
(GST/HST) paid on newly constructed or substantially renovated residential 
rental property. 


THE TAX EXPENDITURES 


Both the estimates and the projected values of the tax expenditures associated with the 
GST/HST have been substantially revised. These result from the use of more recent 
(1996) and more detailed data that have become available from Statistics Canada. 

This improved data has allowed us to prepare more accurate estimates and projections 
of these tax expenditures. This increased accuracy is due to improved data on the overall 
level of total expenditures on goods and services and on the proportion of that spending 
that is non-taxable. 


Other minor changes have been made to provide information that was not previously 
available and to update or otherwise improve the estimates and projections for certain 
measures. For example, more detailed estimates and projections are provided relating to 
refundable taxes on investment income of private corporations. In previous years, this 
measure reflected only the portion of corporate taxes collected that were refundable. 
This report now provides details of the additional refundable taxes collected, the amount 
refunded and the net expenditure. 


Tables | to 3 provide tax expenditure values for personal income tax, corporate income 
tax and the GST/HST for the years 1995 to 2002. In the case of personal income tax, tax 
expenditures are grouped according to functional categories. This grouping is provided 
solely for organizational purposes. It is not intended as a policy justification for the 
specific provisions and all tax measures do not fall neatly into one of the categories. 


All estimates are reported in millions of dollars. The letter “S”’ indicates that the cost is 
less than $2.5 million, “n.a.” signifies that data were not available and a dash means that 
the tax expenditure was not in effect. The inclusion in the report of items for which 
estimates are not available is warranted given that the report is designed to provide 
information on the type of assistance delivered through the tax system even if it is not 
always possible to provide a quantitative estimate. Work is continuing to obtain 
quantitative estimates where possible. For example, the personal income tax expenditure 
associated with the reclassification of flow-through shares is a new item this year. 
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DEFINING TAX EXPENDITURES 


I. INTRODUCTION 


The principal goal of a tax system is to raise revenue in order to finance government 
operations and programs. As the 1997 federal budget explained: “In raising revenue, it 
is essential for governments to use a tax system that is fair. ...”' Governments also use 

a variety of tax instruments — credits, exemptions, rate reductions, deductions, deferrals, 
rebates and carry-overs — to achieve an array of social and economic objectives. 


These deviations from a benchmark tax system, or tax concessions, are often described 
as tax expenditures, implying that the tax system is being used to deliver assistance that 
could have been provided through spending. This raises two issues. First, identifying tax 
concessions is not a simple exercise. Second, this approach labels all tax concessions 

as tax expenditures and hence as a substitute for program spending. 


A simple example highlights the complexities involved in identifying tax concessions. 
Consider two countries, both having a statutory tax rate of 30 per cent. Suppose Country 
A has an additional, lower, 15-per-cent tax rate on incomes that are less than $30,000 
dollars. Now suppose that Country B, instead of the second 15-per-cent tax rate, allows 
a variety of tax credits, deductions and exemptions, targeted at those with incomes below 
$30,000. As a result of these tax concessions, assume that Country B effectively has 

the same tax burden for all citizens as Country A. 


Despite the two tax structures having identical taxation outcomes, the list of tax 
concessions for Country A will differ greatly from that of Country B. Because common 
practice allows the tax rate structure to be taken as part of the benchmark, Country A 
will have no tax concessions to report, while Country B will have a long list. This is 
obviously not reasonable, and becomes even more problematic if all tax concessions 
are simply assumed to be substitutes for program spending. 


The example suggests that determining tax expenditures should be a two-step, rather 
than a one-step, process. The first step should determine tax concessions starting with a 
benchmark tax system. The second step should determine, using an appropriate set of 
criteria, whether the tax concession is deliverable on the spending side. If it is, then it is 
a tax expenditure; if it is not, then it is effectively a tax reduction. This two-step approach 
implies that tax expenditures are a subset of tax concessions: hence, all tax expenditures 
are tax concessions; not all tax concessions are tax expenditures; and tax concessions that 
are not tax expenditures are effectively tax reductions. 


' Department of Finance Canada, Budget 1997: Budget Plan, (Ottawa: Public Works and Government 
Services Canada, 1997), p. 145. 


39 


Recognition that not all tax concessions are tax expenditures is evident in the tax 
expenditure reports of Germany, the United States and the United Kingdom. * They refer 
to tax expenditures as “subsidies” or “special exceptions in the tax code that serve 
programmatic functions” in their efforts to identify tax expenditures within tax 
concessions. Further, each of these three countries uses a form of the two-step approach 
to identify tax expenditures. This distinction between tax concessions and tax 
expenditures is pursued in this paper using an approach similar to that of Germany, 

the United States and the United Kingdom. It is worth emphasizing that this paper does 
not seek to limit the number of tax concessions that are reported, but rather to provide 
guidance with respect to their interpretation. Accordingly, the goals of the paper are to: 


= summarize the range of issues in the literature on determining tax concessions; and 


= develop criteria for determining when a tax concession should be classified as 
a tax expenditure. 


In section II of this paper, various theoretical approaches to defining the benchmark 

are discussed. Section III identifies elements of the tax structure that are absolutely 
necessary and, as such, are considered components of the benchmark. Section IV 
examines the issue of specific types of tax concessions necessary to the overall structure 
of the tax system, and highlights those that are in place for this reason. Section V 
discusses the experiences of other countries in defining and reporting tax expenditures. 
Section VI develops possible criteria for determining which tax concessions are tax 
expenditures. Section VII presents a classification system for tax expenditures based 

on these criteria. Some concluding remarks complete the paper. 


II. THE TAX CONCESSION DEBATE: 
WHAT IS THE BENCHMARK? 


A tax concession represents a deviation from a benchmark tax system. However, there 
is a lack of consensus in determining the benchmark tax system. This lack of consensus 
has been attributed to the fact that “in a many-consumer economy, there is an 
indefinitely large number of efficient tax structures, no one of which has prior claim to 
being the best.” As a result, a variety of possible benchmarks have been developed. 
These benchmarks vary in their treatment of certain fundamental components such as 


Tax expenditure reports are important publications as they permit comparisons between tax expenditures 
and direct spending measures. The extent and nature of the uses of tax expenditure information varies 
among countries. Most countries use it for debating spending and taxation issues in parliamentary 
committees. Germany also uses the tax expenditure report to examine sectoral subsidies, while the 
United Kingdom uses it to reconsider the form and method of tax relief and its cost. In the United States 
it contributes to tax reforms. And in Belgium tax expenditure information is even an element in 

labour negotiations. 


Budget of the United States Government, Analytical Perspectives: Fiscal Year 1998 (Washington: 
U.S. Government Printing Office, 1997), p. 84. 


Robin Boadway and Frank Flatters, “Tax Expenditures and Alternatives for Evaluating Government 
Activities Conducted Through the Tax System,” Tax Expenditures and Government Policy, 
ed. Neil Bruce (Kingston: John Deutsch Institute for the Study of Economic Policy, 1988), p. 80. 


40 
SRE SNL SE ELT EI LT ED I TES SE SIFT TF ST TS 


the tax unit, tax base and tax period. Each benchmark is unlike the others in how it 
defines one or more of these components and, therefore, each benchmark produces a 
different set of tax concessions. 


The following paragraphs discuss the possible approaches to defining the benchmarks 
for each of the personal income tax, the corporate income tax, and the Goods and 
Services Tax/Harmonized Sales Tax (GST/HST). They will also illustrate how the list 
of tax concessions changes with each benchmark. 


Personal Income Taxation 


Haig-Simons Comprehensive Income Base 


When the discussion of the tax expenditure concept began in the 1960s, there was some 
consensus that the appropriate norm for the personal income tax was the Haig-Simons 

(or Schanz-Haig-Simons) comprehensive income base.” The Haig-Simons 
Comprehensive Income Base requires the taxation of real current additions to purchasing 
power, or real increases in wealth. Under a Haig-Simons base, all income must be 
included as taxable income. This means that income from all sources, including labour 
income, rents, dividends, interest, transfers, accrued capital gains, imputed rent, value 

of household services, gifts and inheritances, must be taxed uniformly. In addition, 
Haig-Simons allows for the deduction of expenses to earn income and requires indexation 
for inflation in order to measure real, not nominal, additions to wealth. 


The problem with using the Haig-Simons ideal is that it is difficult to implement. 

Even though theory dictates that no forms of income should be tax-exempt, in practice 
there may exist measurement, compliance or collection issues preventing full and 
comprehensive income taxation. As a result, a long list of tax concessions would result. 
For example, measurement problems are likely to be encountered when attempting to tax 
the imputed value of household services. Not only would it be difficult to place values on 
certain types of household services, but it would also be virtually impossible to accurately 
measure the amount of time each individual spent doing these activities. Under the 
Haig-Simons base, non-taxation of household services would be considered a tax 
concession, the value of which would be unknown. 


Even when measurement is not the issue, compliance problems may lead to an unduly 
long list of tax concessions. For instance, the Haig-Simons base requires the taxation 

of all gifts received and allows for the deduction of all gifts given. However, it is highly 
unlikely that gifts under a certain value will actually be reported and included in taxable 
income. Furthermore, even if the non-taxation of gifts were reported as a tax concession, 
it is unlikely that the calculated tax concessions would be very accurate as it is impossible 
to know the true value of lost tax revenue resulting from unreported gifts. 


David E. Wildasin, “Tax Expenditures: The Personal Standard,” Tax Expenditures and Government 
Policy, ed. Neil Bruce (Kingston: John Deutsch Institute for the Study of Economic Policy, 1988), 
p.-137. 
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Another practical problem with using the Haig-Simons base as the benchmark involves 
tax collection. For example, Haig-Simons taxation demands that capital gains be taxed on 
accrual, not on realization. Lost tax revenue from taxation upon realization is considered 
a tax concession. However, tax collection becomes a problem when taxing capital gains 
on accrual. The tax payable from accrued capital gains is usually measurable (with the 
possible exception of works of art), but taxpayers may encounter problems raising funds 
to pay the tax owing, as even though gains have accrued, taxpayers do not realize the 
gains until they sell the assets. This means that, in order to pay the tax, they may be 
forced to sell assets they would otherwise retain. In this case the tax would alter 
economic behaviour and result in an inefficient allocation of economic resources. 

For this reason, despite the Haig-Simons comprehensive income mandate, taxation of 
accrued income actually leads to problems of economic distortions. Auerbach suggests 
a solution for this tax collection problem whereby the tax liability could be realized only 
upon sale of the asset, put interest could be charged for the deferral of tax from the date 
of accrual of the gain. ° Under these conditions, tax collection is less of a problem, but 
the cost of tax administration — tracking gains and losses and calculating interest — is 
substantially higher. 


Labour Income Base 


An alternative income base would involve considering only labour income. Under a 
labour income base, unlike a comprehensive income base, income from investment and 
savings is exempt from taxation. Investments are made from after-tax labour income, but 
the returns generated by the investment are not subject to tax. This means that, under the 
labour income base, the present discounted values of both current and future consumption 
are the same. As a result, the appeal of the labour income base is that it does not distort 
decision making between present and future consumption. 


Unlike some other approaches, a labour income base treats human capital in the same 
manner as other forms of capital: it considers human capital as a non- registered asset. 
That is, investment in human capital is made from after-tax dollars, but no tax is imposed 
on future gains, such as increased earnings, that result from the investment.’ Thus, it does 
not allow for the deduction of investment expenses in human capital, such as tuition fees 
and other educational expenses. Furthermore, it requires the taxation of potential earnings 
that are foregone in order to increase the value of human capital, by going to school, for 
example. In addition, increases in carnings attributed to the accumulation of human 
capital are not subject to taxation.* Deviations from these rules are regarded as tax 
concessions. In the real world, both the taxation of foregone earnings and the non- 
taxation of increased earnings due to human capital investment are infeasible and 


© A.J. Auerbach, “Retrospective capital gains taxation,” American Economic Review 81 (1991), 
pp. 167-178. 


Non-registered treatment of assets is in contrast to registered treatment of assets, where a tax deduction 
is allowed for the initial investment but, when the asset is sold, both the initial investment and accrued 
gains are subject to taxation as long as they are not transferred into other registered assets. 


James B. Davies and France St. Hilaire, Reforming Capital Income Taxation in Canada: Efficiency 


and Distributional Effects of Alternative Options (Ottawa: Economic Council of Canada, 1987) p. 36. 
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impractical. Accordingly, the resulting list of tax concessions due to the treatment of 
human capital as a registered, rather than non-registered, asset would be of limited use 
for comparison and policy purposes as the required treatment of human capital under 
the labour income base is impractical. 


Consumption Base 


Instead of using an income base for taxation, some theorists advocate the use of a 
consumption or expenditure base. Under a consumption base, people are taxed on what 
they spend rather than on what they earn, where spending is measured as the difference 
between income and saving. The benefit of a consumption tax base is that it does not 
discriminate between taxpayers that receive and spend income at different times. 

As aresult, some argue that the consumption base may better reflect a taxpayer’s ability 
to pay than does the Haig-Simons base. 


Under a consumption tax base, all assets, including owner-occupied housing, are given 
registered treatment. Using the example of owner-occupied housing, deductions for down 
payments, mortgage payments, and spending on repairs, maintenance and improvements 
would be allowed, and proceeds from the sale of the owner-occupied housing would be 
subject to taxation. Imputed rent, however, would be taxed, as it is part of consumption. 
In current practice, the reverse is considered the norm: no deductions are allowed 

and proceeds from the sale of owner-occupied housing are not subject to tax. As a 
benchmark, the consumption tax base may be problematic in certain cases as it has the 
potential to raise measurement and compliance issues when determining imputed rent 
and spending on maintenance and repairs. 


Lifetime Consumption Base 


A lifetime consumption base differs from an annual consumption base in that it allows 
income averaging and taxation based on lifetime consumption. The lifetime consumption 
base does not require taxation of imputed household services (as in the case of Haig- 
Simons) or registered treatment of human capital (as in the cases of both the labour 
income base and the Haig-Simons base). Nevertheless, several problems arise when 
comparing the existing tax structure to the lifetime consumption base. This base requires 
the taxation of gifts and inheritances, as they are deemed part of consumption. The 
problems this raises are similar to those found under the Haig-Simons base. Secondly, 
despite its theoretical appeal, in reality it is virtually impossible to impose taxes on 

total lifetime consumption. As a result, if the benchmark were taken to be lifetime 
consumption, then tax concessions would be calculated as deviations from the lifetime 
consumption benchmark. These calculated tax concessions would have little meaning and 
would not be usable for the purposes of comparison with direct spending. Compounding 
this problem is the difficulty involved in annualizing taxes for the purpose of comparison 
with actual tax collections. For these reasons, adoption of the pure lifetime consumption 
base may not be ideal. 


” Davies and St. Hilaire, Reforming Capital Income Taxation in Canada, p. 7. 


Corporate Income Taxation 


Determining the base of taxation for corporate income leads to a smaller range of 
options and views. There are two principal trains of thought regarding corporate 
income taxation. 


Non-Taxation 


Some theorists believe that corporate taxes may be superfluous and that only the 
individual should be taxed. In this case, the ideal tax base would require taxation of all 
sources of income at the individual level. The alternative approach is set out in the 1997 
Canadian budget, which provides three reasons for business taxation. © First, businesses 
benefit from public goods and services, and so businesses should pay taxes in order to 
compensate for “the cost of a public good or service that confers a benefit on the firms. 
Second, without a corporate tax, individuals would be able to defer paying taxes on 
capital gains or income by investing in a corporation and having the income or capital 
gains accrue within the corporation. Third, by taxing corporations, income that is earned 
in Canada and accrues to foreigners and foreign corporations operating in Canada can 
be taxed. 


soll 


Haig-Simons Comprehensive Income Base 


Those who favour taxing the income of the corporate sector often refer to the 
Haig-Simons income base as the appropriate corporate benchmark tax structure. 
The Haig-Simons base is the same for corporate income as for personal income in 
that it requires the taxation of comprehensive income with adjustments for inflation. 
The corporate income tax can be viewed as a tax on economic rents and on the 
return on equity capital. This translates into a withholding tax on shareholders’ 
Haig-Simons income. 


There are two main problems with adopting the Haig-Simons base as the ideal corporate 
tax base. First, Haig-Simons requires indexation for inflation so that only real gains in 
wealth are subject to taxation. Although this may be a desired feature of the tax base, 
there are serious problems implementing it because it is difficult to accurately measure 
real gains as opposed to nominal gains. Second, it makes no provision for the cyclical 
nature of business. Taxes are assessed based on real accrued gains in wealth. The 
Haig-Simons base indicates that losses should be subtracted from gains so that only real 
increases in wealth are subject to taxation. However, Haig-Simons does not address 
what happens if losses exceed gains and there is a net decrease in wealth. The logic 

of Haig-Simons implies that if losses exceeded gains, a credit would be granted for 

the negative income tax due. However, there is no clear indication as to whether 


'° Department of Finance Canada, Budget 1997: Tax Fairness (Ottawa: Public Works and Government 
Services Canada, 1997), p. 16. 


'! Vijay Jog and Jack M. Mintz, “Business Tax Expenditure Accounts: Their Purpose and Measurement,” 
Tax Expenditures and Government Policy, ed. Neil Bruce (Kingston: John Deutsch Institute for the 
Study of Economic Policy, 1988), p. 191. 
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Haig-Simons would require this. Without a provision for the cyclical nature of business, 
carry-overs allowed in the tax system may be considered tax concessions when compared 
with the Haig-Simons benchmark, even though they are in place to deal fairly with 
corporate losses and to recognize the existence of the business cycle. 


Goods and Services Tax/Harmonized Sales Tax 


Consumption Base 


The GST/HST is a value-added tax, broadly based on consumer goods and services. 
The most logical benchmark is, therefore, a consumption base. Under a consumption 
base, all goods and services consumed are subject to a uniform tax rate. If any good or 
service is either excluded from the tax or subject to a tax rate different than the statutory 
rate, there will be a tax concession. This benchmark allows no provisions for horizontal 
or vertical equity as every individual is subject to the same tax rate on all goods 

and services. 


Summation 


The examination of the theoretical arguments for the use of various tax bases and their 
impact on the determination of tax concessions has revealed that there is no single correct 
benchmark. With the exception of the GST/HST, where the use of the consumption base 
is clearly the most appropriate benchmark, there are plausible arguments for and against 
defining the benchmark in each of the aforementioned ways. As a result, none of these 
proposed benchmarks is ideal in its pure form. The use of any of these bases in their pure 
form would create tax concessions that would be of limited use for the intended function 
of tax expenditure reports — comparative analysis and policy examination. 


The difficulty of selecting a benchmark tax structure is integral to the difficulty in 
defining a tax concession, since a change in the benchmark results in a change in what is 
classified as a tax concession. While it is generally accepted that a tax system should be 
efficient, equitable, simple to administer and easy to comply with, theory provides no 
indication as to which requirement should take precedence and no rule as to how to 
balance these criteria. The focus of this paper, however, is not on selecting the 
benchmark. The discussion of the difficulties involved in selecting a benchmark tax 
structure was provided to demonstrate that the intricacies of defining tax expenditures 
begin before the notion of a tax expenditure is even discussed. For the purposes of this 
paper, the benchmark tax structure is taken from Tax Expenditures: Notes to the 
Estimates/Projections. ~ 


i Department of Finance Canada, Tax Expenditures: Notes to the Estimates/Projections (Ottawa: Public 
Works and Government Services Canada, 2000). 


III. COMPONENTS OF THE BENCHMARK 


This paper does not propose criteria for defining tax concessions, but rather takes 

the tax concessions as they have been defined in Tax Expenditures: Notes to the 
Estimates/Projections. It recognizes that there are certain elements that make up every 
tax system, which must be defined and understood as integral to the structure of the 
system. These components do not constitute tax concessions. The Canadian tax system 
defines these components — the tax unit, the taxation period, the tax rate structure and 
the treatment of inflation — as follows. 


Tax Unit 


While it is accepted that there must exist a definition of the tax unit, the “ideal” 
measurement of the tax unit is not dictated by theory. In the Canadian personal income 
tax system, the benchmark tax unit is defined to be the individual. An alternative to 

this might be to define the tax unit as the family, as is possible in the United States. 

The existing Canadian tax system levies taxes based on the income of an individual, even 
though some tax concessions depend on family income. However, if the benchmark tax 
unit were defined to be something other than the individual, such as the family, but in 
practice the unit of taxation remained the individual, then the calculated tax concessions 
would be of very limited use for policy purposes. 


In the case of the corporate income tax system, the benchmark tax unit is the corporation. 
This definition of the corporate tax unit is most highly correlated to the treatment of 

the tax unit in the existing tax system. Even though there are occasional measures to 
recognize inter-corporate ties, such as the deferral of capital gains through rollover 
provisions, in general, taxes and tax provisions are based on the single, legal, corporate 
entity. If anything but the single corporation were used as the benchmark tax unit to 
calculate and report tax expenditures, the amounts would be of limited policy relevance 
and would be difficult to use for comparison purposes because the unit of taxation in 
practice would remain the individual corporation. 


Under the GST/HST, the ideal tax unit is taken to be the consumer of goods or services 
in Canada, whether the consumer is an individual person, business or corporation. 

One of the related tax provisions, the GST/HST credit, depends on family income. 

In this respect it more closely resembles an expenditure program, for which qualification 
is generally based on family income. In the existing system, however, all other provisions 
deal with the consumer as defined above. 


Taxation Period 


The tax period is another integral part of the benchmark tax structure. In Canada, the 
benchmark tax period for the personal income tax and for the GST/HST is the calendar 
year. For the corporate income tax structure, the taxation period is the fiscal period 
ending in the calendar year. This is more of a convention than a rule, established for ease 
of accounting. It is, however, consistent with the Haig-Simons benchmark for income 
taxation. As noted earlier, proponents of the lifetime consumption benchmark argue that 
annual income does not accurately define ability to pay, as income and consumption 
patterns change throughout the lifetime of an individual. In their view, the taxation period 
should be considerably longer than a year in order to allow for income averaging. 


46 
EE BSE SSR ES BE SE STP ID SS a SS 


Tax Rate Structure 


It is also necessary for the benchmark to define the tax rate structure. Deviations from 
the benchmark rate structure would then be considered tax concessions. For the Canadian 
corporate income tax, the benchmark rate is defined to be the same as the current 
standard rate of corporate income tax, including the surtax and the provincial abatement. 
Any preferential rates, such as the low tax rate for manufacturing and processing and 

the low rate for small businesses, represent a departure from the benchmark and are 
considered to be tax concessions. The GST/HST also has a flat benchmark tax rate. 

Any deviation from the statutory rate of 7 per cent is a tax concession. 


In the Canadian personal income tax system, the existing progressive tax structure, 
including surtaxes, is considered the benchmark tax structure. Although, in order to be 
consistent with the corporate income tax and the GST/HST, it would be best to use one 
single rate as the benchmark, if this were followed in the personal income tax, problems 
regarding the measurement and interpretation of other tax concessions would arise. 

If the benchmark rate were set at a flat rate, as it is in the corporate income tax and the 
GST/HST, then the progressive structure of the personal income tax system would lead 
to large tax concessions. Furthermore, if the benchmark tax rate diverged greatly from 
the existing tax rate structure, then any tax concessions would not be accurately 
comparable to direct spending. Inclusion of the progressive structure in the benchmark 
rate means that vertical equity is recognized as a key component of the personal income 
tax benchmark. 


Treatment of Inflation 


For the purposes of identifying tax concessions, the treatment of inflation plays a minimal 
role. In contrast, when estimating the value of tax concessions, how the benchmark treats 
inflation is important. For example, as Canada moves to a fully indexed personal income 
tax system in 2000, the value of the tax concessions associated with credits and personal 
amounts will automatically increase in nominal terms. In addition, a measure in the tax 
system requiring only two-thirds of capital gains to be included in taxable income is 
designed partly to help avoid taxation of purely inflationary gains. But unless the true 
difference between nominal and real gains is one-third of total capital gains, there will be 
either a positive or negative tax concession. The exact difference between nominal and 
real gains, however, is a measurement issue and can be dealt with when estimating the 
value of tax concessions. 


The indexed system that is in place as of 2000 is close to the Haig-Simons benchmark, 
which posits that only real additions to wealth should be taxed. Thus, under that 
benchmark, lack of indexation would be considered a negative tax concession. In 
contrast, strict adherence to proportional taxation on a consumption base does not require 
any indexation. 
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IV. OTHER TAX FEATURES INCLUDED IN THE BENCHMARK 


In addition to the basic components of the benchmark, there are certain other features 
that are elements of a fair tax system. Measures to include these features should be 
considered part of the benchmark and should not be considered tax concessions. 


Measures to Reduce or Eliminate Double Taxation of Income 


It is obvious that the same earned income should not be taxed more than once. This may, 
however, effectively arise if that income is taxable under two tax systems. In order to 
determine whether or not a tax measure helps to reduce double taxation, it is essential to 
examine the integration of the various tax systems. For example, the dividend gross-up 
and credit allow individuals to gross up dividends received from taxable Canadian 
corporations, include this amount in income and then claim a tax credit for a portion of 
the grossed-up amount. This provision recognizes that some of the taxes on dividend 
income have already been paid at the corporate level and that this income should not be 
taxed again under the personal income tax. Thus, the gross-up and credit reduce double 
taxation of income and increase the neutrality of the overall tax structure; therefore, they 
should not be considered as tax concessions. Despite attempts to reduce double taxation, 
under-integration may still exist. As a result, any remaining instances of double taxation 
of income should be considered negative tax concessions. In contrast, if the dividend 
gross-up and tax credit were calculated to be greater than the tax on dividends paid by the 
corporation, then a situation of over-integration would exist and this would be considered 
a tax concession. 


Similar reasoning lies behind the foreign tax credit. It recognizes that income earned 
abroad has already borne tax and so provides a tax credit to avoid this same income being 
taxed again in Canada. However, if the credit were larger than the real income tax paid, 
then the difference would be considered a tax concession. In contrast, if the credit were 
smaller than the actual income tax paid, then a situation of under-integration of the tax 
systems would exist. In this case, the difference between the tax credit and the actual 
income tax paid would be considered a negative tax concession. 


Loss Carry-Overs 


Loss carry-overs recognize the cyclical nature of business and acknowledge that losses 
suffered in one period may be offset by gains in another. Income in one year may not be 
an accurate indicator of ability to pay taxes due to substantial losses in a previous year. 
Consequently, carry-overs allow losses to be applied to past or future income in order for 
individuals, businesses and corporations to smooth income to a certain degree over the 
business cycle. In Canada, tax provisions that recognize the impact of business cycles on 
income include the carry-over of non-capital losses, the carry-over of net capital losses, 
and the carry-over of farm losses and restricted farm losses. 


Deduction of Expenses to Earn Income 


In general, businesses act to maximize profits, where profits are defined to be revenue 
less the costs of generating that revenue. It is generally accepted that taxes should be 
assessed on income net of expenses incurred to earn income, rather than gross income. 
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Under both the personal and corporate income tax systems, legitimate expenses incurred 
to earn income are deductible from gross income in order to determine the appropriate 
base of income taxation. Nevertheless, the definition of legitimate expenses in the 
personal income tax is subjective and, in some cases, controversial. Certain expenses 
such as child.care expenses, attendant care expenses, and meals and entertainment 
expenses are viewed by some as legitimate costs of doing business, but are seen by others 
as spending resulting from personal choices. Consequently, the classification of certain 
expenses as tax provisions essential to the benchmark tax structure is not absolute 

and indisputable. 


V. TAX EXPENDITURES: COUNTRY EXPERIENCES 


An examination of tax expenditure reports across countries shows that their structure, 
costing and contents differ widely, revealing the absence of a universally accepted 
definition of what constitutes a tax expenditure. In Canada, the current reporting of tax 
expenditures is very broad, covering any tax concession that is not considered one of 
“the most fundamental structural elements of each tax system” and implying a very wide 
definition of tax expenditures.'” In addition, if there is any doubt as to whether or not 
a tax concession fits this definition, revenue losses resulting from the reduction are still 
reported, but under a category entitled “memorandum items.” Not every country 
produces as comprehensive a list of tax concessions as Canada does. In order to 
determine the definition of a tax expenditure in Canada, it may be useful to consider 
the definitions of tax expenditures currently in use in other countries. 


The United Kingdom attempts to divide tax reliefs into two categories. Those reliefs that 
are alternatives to, and have similar consequences as, public spending are referred to as 
tax expenditures. Those forms of tax relief that are either an integral part of the tax 
structure or simplify administration or compliance are called structural reliefs. Structural 
reliefs include measures such as the personal allowance and double taxation relief. 
Tax expenditures include measures such as the exemption of capital gains on the sale 
of a principal residence and the exemption of the first £8000 of reimbursed relocation 
packages provided by employers. However, the government acknowledges that 

“the distinction between structural reliefs and tax expenditures is not always 
straightforward, ”!4 and include a third category of tax reliefs, which consists of tax 
concessions that combine elements of both the structural and expenditure categories. 
Into this somewhat open-ended category, they put tax concessions such as age-related 
allowances and the tax exemptions for child benefits and disability living allowances. 


France defines a tax expenditure as a tax measure that results in a loss of tax revenue 
for the state and a corresponding easing of the tax burden on the taxpayer that would not 
have occurred under the application of general tax law. Nevertheless, additional criteria 
including duration, general applicability and neutrality are also used to define tax 
expenditures in cases of uncertainty. Cases of uncertainty, however, are rare. 


sd Department of Finance Canada, Tax Expenditures, 1999, p. 33. 


'* OECD, Tax Expenditures: Recent Experiences (Paris: Head Publication Services OECD, 1996), p. 98. 
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Unlike France, Germany does not have a formal definition of tax expenditures. It 
examines every tax concession within the context of the tax system as a whole to 
determine whether or not it is a subsidy. Consideration is also given to the scope of the 
tax measure: “The larger the circle of taxpayers which benetits from a tax concession, 

the less it tends to be considered a subsidy in the report.” > In addition, Germany uses 
consistency as a criterion for identifying tax expenditures. The issue here is whether a tax 
measure is applied consistently or in an ad hoc manner. Those provisions that are 
considered ad hoc are classified as tax expenditures. 


With consistency as the only criterion, however, even if a tax concession brings the 

tax system closer to the benchmark tax structure, it could still be considered a tax 
expenditure. Bruce '® cites the example of the (now defunct) Canadian investment income 
deduction as an ad hoc response to a flaw in the existing tax structure in that, without the 
deduction, increases in investment income due only to inflation would have been taxed. 
In this case, an ad hoc provision actually moves the system closer to the Haig-Simons 
ideal, but under the German classification system it would be considered a tax 
expenditure. Bruce therefore concludes that “consistency is not a sufficient condition” 
for determining whether or not a tax concession is a tax expenditure; the tax concession 
must also accord with the norm." 


Germany also states the official reason for the tax concession. After determining the list 
of tax expenditures, it classifies them by sector and then further classifies them by the 
aim of the tax measure. By denoting the purpose of the tax measure as one of support, 
adjustment aid, productivity aid or other purpose, Germany attempts to ascertain the 
amount of government financial support given to each objective. 


Although according to the United States Senate Committee on the Budget, tax 
expenditures | , may, in effect, be viewed as spending programs channelled through the 
tax system,”'® the U.S. definition of tax expenditures is somewhat unique among 
Organisation for Economic Co-operation and Development (OECD) countries. Unlike 
other OECD countries, the United States uses two different tax structures to report two 
sets of tax expenditures: the normal tax structure and reference law. Tax expenditures 
under the normal tax structure are similar, but not identical, to those reported in Canada. 
They include any deviation from the basic structure of the tax system, where the basic 
structure includes both a standard deduction and deductions for expenses to earn income, 
and is not limited to a specific rate structure or unit of taxation. The normal tax base, 


2 OECD, Tax Expenditures: Recent Experiences, p. 66. 
'© Neil Bruce, “Pathways to Tax Expenditures: A Survey of Conceptual Issues and Controversies,” 
Tax Expenditures and Government Policy, ed. Neil Bruce (Kingston: John Deutsch Institute for 
the Study of Economic Policy, 1988), p. 29. 


” Ibid. 
'’ Congressional Research Service, Tax Expenditures: Compendium of Background Material 


on Individual Provisions, prepared for the Committee on the Budget, United States Senate 
(Washington: U.S. Government Printing Office, 1997), p. 2. 
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however, strays from a Haig-Simons comprehensive income base as it allows for the 
following: income being taxable when realized rather than on an accrual basis, corporate 
income being taxed separately from individual income, and the tax system being based 
on nominal values, 1.e., there is no adjustment for inflation. 


Tax expenditures under reference law are more limited. They more closely reflect the 
existing tax laws and consist only of “special exceptions in the tax code that serve 
programmatic functions.” ” In order for a tax concession to be classified as a tax 
expenditure under reference law, two conditions must be satisfied. First, “absent 

the special provision, the tax laws provided general rules to enable a taxpayer to 
determine his 1 income tax due and payable,” where the general rules constitute the 
reference law.”’ That is, the tax concession must not be necessary for the calculation 

of tax payable. Second, the tax concession must apply “‘to a sufficiently narrow class 

of transactions or transactors” such that its objectives could be realized through program 
spending using government funds.” 


The reference law baseline differs from the normal baseline in several ways. Reference 
law recognizes as part of the baseline the varying tax rates within the corporate tax 
structure. Thus, the maximum statutory tax rate 1s not recognized as the benchmark, as it 
is under the normal baseline. As a result, preferential tax rates applied both to the first 
$10 million of corporate income and to capital gains are not considered tax expenditures 
under reference law. Reference law also does not include in its benchmark the taxation 
of transfer payments from the government to individuals. Exclusion of these cash 
transfers from income, therefore, does not result in tax expenditures under reference law. 
In general, tax expenditures under the reference law baseline are also tax expenditures 
under the normal tax base line, but the reverse is not always true. Examples of tax 
concessions considered tax expenditures under the normal tax base line but not under the 
reference law baseline include accelerated depreciation on rental housing, buildings other 
than rental housing, and equipment and machinery; and exclusion of scholarship and 
fellowship income. 


The United Kingdom, France, Germany and the United States all maintain the common 
goal of establishing a more accurate definition of a tax expenditure. The actual definitions 
developed by each country vary considerably. The United Kingdom and Germany, 
however, introduce an interesting method of determining tax expenditures: examining 
each tax concession to ascertain whether it is an alternative to public spending or a 
subsidy. This idea of defining a tax expenditure as an alternative to public spending or as 
a subsidy indicates that, in order for a tax concession to be a tax expenditure, the concept 
of deliverability must be examined. 


’ Budget of the United States Government, Analytical Perspectives: Fiscal Year 1998 
(Washington: U.S. Government Printing Office, 1997), p. 84. 


°° OECD, Tax Expenditures: Recent Experiences, p. 108. 


*! OECD, Tax Expenditures: Recent Experiences, p. 108. 


VI. DEVELOPING THE CRITERIA 
FOR DEFINING TAX EXPENDITURES 


In determining the criteria for defining tax expenditures, both theory and practice provide 
useful insights. In Surrey’s definition, tax expenditures are “governmental financial 
assistance programs...carried out through special tax provisions rather than direct 
Government expenditures. °°? Together with the United Kingdom definition of tax 
expenditures as alternatives to public spending and the German definition of tax 
expenditures as subsidies, this means that tax expenditures are direct spending programs 
delivered through the tax system.” A reasonable criterion is that a tax concession should 
be considered a tax expenditure if it can be delivered equivalently through program 
spending. “Delivered equivalently” means that a tax concession be delivered outside the 
tax system without altering program or administrative costs or modifying the distribution 
of benefits. If a tax concession cannot be delivered equivalently it is not a tax 
expenditure, but rather a tax reduction. 


Distribution of Benefits 


The most difficult aspect of “equivalent deliverability outside the tax system” 
(“‘deliverability” for short) to satisfy is retention of the same distribution of benefits. 
Conceptually, the distribution of benefits can be exactly the same only in the case of 
refundable tax credits. Under both the corporate and personal income tax systems, in 
theory, non-refundable tax credits may be deliverable outside the tax system because they 
do not affect the calculation of taxable income. For example, if the same people who 
claimed a non-refundable credit under the tax system were instead to receive the benefit 
under a spending program, then the distribution of benefits would be the same under both 
systems. Because the credit is non-refundable, however, it is only valuable to those with 
positive taxable income. Consequently, if an individual’s total non-refundable tax credits 
exceed total taxes payable, then some credits will not be used up. An individual who 
qualifies for a credit, but cannot claim the full credit due to insufficient taxable income, 
does not receive the benefit. 


For example, suppose Individual A claims the basic personal credit in the amount of 
$1,229.27 (17 per cent of $7,231). However, Individual A’s calculated income tax owing 
is only $1,000. Because the credit is non-refundable, Individual A can claim only $1,000 
of the credit. The remaining $229.27 cannot be claimed due to insufficient levels of 
taxable income and income tax payable. As a result, Individual A will not receive the 

full benefit of the tax credit. 


If this basic personal tax credit were replaced by a direct spending program that retained 
the same distribution of benefits, Individual A would still only be able to receive partial 
benefits. However, a different taxpayer, Individual B, with income tax payable in the 
amount of $2,000 would be able to claim the credit in its entirety. To match this 
distribution using direct spending would involve designing a program that provided low 


ae Stanley Surrey, Pathways to Tax Reform (Cambridge, Mass.: Harvard University Press, 1973), p. 6. 


*> Budget of the United States Government, Analytical Perspectives, p. 84. 
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or zero benefits to lower-income recipients and higher benefits to higher-income 
recipients. This type of program is unlikely to be acceptable in practice for vertical 
equity reasons. 


If, instead, the spending program granted Individual A full benefits of $1,229.27, then 
clearly the distribution of benefits would change. Not only would Individual A, who 
received only partial benefits under the tax benefit, now receive full benefits under the 
spending program, but so would other individuals who previously received zero benefits 
under the tax concession. Adopting this approach to direct delivery would result in a 
program whose benefits would be like those of a refundable tax credit. That is, more 
people would qualify for this benefit. Consequently, for some tax concessions like 
non-refundable credits and deductions, the distribution of benefits may change, making 
those tax concessions only potentially deliverable outside the tax system. 


Program Cost 


For many tax concessions there are conceivable replacement spending programs which 
provide the same total benefit to the overall population. This allows program costs to 
remain constant. However, program costs are highly dependent on the distribution of 
benefits. If the primary goal is to retain the same program costs, then it is likely that the 
distribution of benefits will change and, consequently, the original objectives of the tax 
concession will not be achieved. Only if the same individuals receive the same benefits 
will the objectives be achieved at the same program cost. As shown above, if the 
distribution of benefits changes, it is most likely that more people will qualify for the 
benefit under the spending program than through the tax concession. Thus, if the 
distribution of beriefits changes, then the original objectives of the tax concession will 
only be achieved at a higher program cost. 


Some tax credits are deliverable outside the tax system as the program costs are almost 
identical and the distribution of benefits is likely to be the same. For instance, the tuition 
fee credit, accompanied by its infinite carry-forward, can be viewed as almost equivalent 
to program spending. Although it is non-refundable, the credit can be carried forward 
indefinitely to offset future taxable income. Only if the qualifying individual never has 
taxable income will the benefit from the credit not be realized. 


Despite the carry-forward, the tuition credit is not fully, but “almost fully” deliverable 
outside the tax system. If the tuition credit were delivered outside the tax system, the 
benefits would be realized in the same year that the tuition was paid. However, for an 
individual that did not use up the tuition credit in the tax system due to insufficient 
income, but carried it forward one or more years, the value of the credit would not be 
identical to the value of a credit claimed in the year that tuition costs were incurred. 
The value of the credit claimed in future years would have to be discounted to the 
present value and would be less than the value of a credit claimed in the year the costs 
were incurred. In this case, the program costs of delivering a tuition benefit would be 
slightly higher than the costs of the tuition credit in the tax system. As the difference 
in benefit levels and program costs between the two delivery methods is very small, 
the tuition credit combined with the carry-forward provision can be considered 
deliverable outside the tax system. This argument applies to all non-refundable credits 
with a carry-over provision. 


Nn 
oS) 


However, delivery of a tax concession through direct spending cannot always be 
achieved at the same or even similar program cost. Direct delivery of concessions such 
as the spousal credit, equivalent-to-spouse credit, dependant credit, age credit and basic 
personal credit would likely result in increased program costs or, if the distribution 

of benefits is considered, a change in the distribution of benefits. Because these tax 
concessions are all non-refundable credits without a carry-over provision, they are 
wasteable credits. That is, if the credit is not claimed in full in the year it 1s earned, 
then the full benefit from the credit will never be realized. In order for program costs 
to remain the same under direct delivery, it is likely that the administration costs of 
determining the exact benefit for each individual would be prohibitive. 


Administration Cost 


For a tax concession to be fully deliverable outside the tax system, it needs to have 
similar administration costs. In some cases, such as the refundable Canada Child Tax 
Benefit, the administration costs will be similar, as the tax concession could be converted 
into a program, and delivered as it is currently, in the form of a cheque. 


However, some tax concessions could undergo very substantial increases in 
administration costs if they were removed from the tax system and delivered directly. 
For example, a spending program cannot deliver the provision for non-taxation of capital 
gains on principal residences without very significant increases in administration costs. 
The recipients of the benefit change from year to year and the amount of the tax benefit 
depends on the marginal tax rates faced by the taxpayer. Because the value of the benefit 
varies from taxpayer to taxpayer depending on their position in the tax rate structure, 
large expenses would have to be incurred in order to determine both the qualifying 
individuals and the value of the benefit to each individual. 


In general, in the personal income tax system, the administration costs of delivering 
deductions and exemptions as direct spending would be very substantial. The purpose of 
both deductions and exemptions in the tax system is to “arrive at an accurate assessment 
of income, i.e., to determine the proper tax base for a taxpayer.””* Deductions and 
exemptions reduce gross income to taxable income and, therefore, apply and have value 
only to those with positive gross income. However, due to the progressive nature of the 
personal income tax system, the value of a deduction or exemption varies according to 
the individual’s marginal tax bracket. The value of a deduction or exemption is highest 
for those in the top marginal tax bracket and falls to zero for those who do not pay 

any taxes. 


For example, the provision for non-taxation of employer-paid insurance benefits for 
group private health and dental plans exempts the employee from paying tax on these 
benefits. The exemption is considered undeliverable because of the very fact that it is 
used to determine taxable income, and hence, the value would vary across individual 
employees according to their marginal tax brackets. As a result, it would be virtually 
impossible to duplicate the benefits from this tax concession in a spending program. 


** Wildasin, “Tax Expenditures: The Personal Standard,” p. 155. 
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Consequently, deductions and exemptions in the personal income tax system are 
considered infeasible for delivery outside the tax system because of overwhelming 
administration costs. 


Unlike the personal income tax system, the corporate income tax system and the GST 

do not contain progressive tax structures. As a result, deductions and exemptions have the 
same value to all who qualify for them and the administration costs of delivering them 
outside the tax system would not be prohibitive. 


VII. CLASSIFICATION SYSTEM 


Each tax concession can be assessed based on the above criteria to determine how 
deliverable it is outside the tax system. Because of the variability in types of tax 
concessions and the limited ability of theory to direct their classification, it is not possible 
to consider each tax concession as simply deliverable or non-deliverable. Consequently, 
it will not be possible to classify each tax concession into just two categories, those being 
tax expenditures and other tax concessions. Due to varying levels of deliverability, there 
are some uncertain cases that require individual determination. As a result, the system of 
classification that emerges from this set of deliverability criteria consists of four levels, 
but with a degree of uncertainty about the appropriate classification of some provisions. 


Type I Tax Expenditures 


The first classification level comprises those tax concessions that are closest to direct 
expenditures. They are broadly deliverable outside the tax system as their delivery 
through direct spending leads to no significant alteration in the distribution of benefits 
and no substantial changes in program and administration costs. In general, Type I tax 
expenditures consist of refundable tax credits and rebates, as qualification for these tax 
provisions and their delivery through direct spending would remain the same as their 
delivery through the tax system. 


Type II Tax Expenditures 


Type II tax expenditures are tax concessions that are deliverable outside the tax system 
with a similar distribution of benefits and program costs. Direct delivery of these tax 
concessions will, however, result in measurable increases in administration costs. 

In general, Type II tax expenditures comprise non-refundable tax credits with a carry- 
over and/or transferability. In addition, because of the single tax rate in the corporate 

tax system, Type II tax expenditures also include many exemptions and deductions in 
the corporate tax structure. Under the GST/HST, Type II tax expenditures comprise most 
zero-rated goods and services. 


Type III Tax Expenditures 


These tax concessions, if delivered through direct spending rather than the tax system, 
would significantly increase both administration costs and program costs and would 
substantially change the distribution of benefits. In general, Type III tax expenditures 
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include non-refundable tax credits that have no provision for transferability or carry-over, 
and therefore might not be claimed in full. In the case of the GST/HST, type III tax 
expenditures consist of the tax-exempt goods and services which, if delivered directly, 
would alter the distribution of benefits and increase program costs. 


Tax Reductions 


Tax reductions are those tax concessions that simply cannot be delivered outside the tax 
system without incurring substantial and prohibitive increases in administrative costs 

as well as changes in the distribution of benefits and program costs. Not only would 

the distribution of benefits and program costs change, as in the case of Type III tax 
expenditures, but the value of these tax reductions would vary depending on the marginal 
tax bracket faced by the individual. In general, the tax reduction category comprises 
deductions, deferrals and exemptions in the personal income tax system. In the corporate 
income tax system, tax reductions consist of deferrals. Deferrals often have variable 
lengths, and thus the benefit of the deferral may vary from corporation to corporation. 


Part of the Benchmark 


This category consists of those tax concessions which were identified earlier in this paper 
as essential components of the tax system, because they reduced double taxation, ensured 
the correct measurement of income or dealt with business losses. Because these 
reductions are essential elements of the tax system, the deliverability criteria do not 

apply to them. 


VIII. CONCLUDING REMARKS 


This paper highlights the fact that the definition of a tax expenditure is not absolutely 
precise and that a universally accepted definition does not exist. For this reason, the 

tax expenditure report provides as comprehensive a set of information as possible. 

This avoids getting into a controversy about whether an item is a tax expenditure or not. 
Analysts have found this approach useful. 


While some analysts define a tax expenditure as being any deviation from a benchmark 
tax structure, this paper shows that a deviation from a benchmark can either be a tax 
reduction or program spending delivered through the tax system. This suggests the 
need for a two-step approach to defining tax expenditures. The first step requires the 
identification of tax concessions — deviations from the benchmark tax structure. 

The second step involves determining which tax concessions are tax expenditures 


The analysis clarifies an approach to classifying tax expenditures with the goal of helping 
readers to analyze the information currently provided in the tax expenditure report. 

This approach could also be used to change how information on tax expenditures is 
presented. Comments are invited as to whether such a reclassification would be useful, 
bearing in mind that the same amount of information on deviations from the benchmark 
will continue to be provided. 
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THE ALTERNATIVE MINIMUM TAX 
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I. INTRODUCTION 


In response to criticisms that there were too many high-income individuals paying little 
or no taxes, the Government announced in the May 1985 budget its intention to introduce 
a minimum tax that would take effect on January 1, 1986. The purpose of the alternative 
minimum tax (AMT), as it became known, was to achieve a fairer tax system by reducing 
the extent to which high-income filers paid little or no income tax. This was to be 
accomplished by ensuring that high-income individuals were not able to systematically 
use tax preferences to substantially reduce or eliminate taxes payable. This paper 
examines the extent to which the AMT has achieved its objective for the period between 
January 1, 1986 and December 31, 1997. 


Il. BACKGROUND 
What is the AMT? 


The AMT is targeted towards individuals with high incomes who are able to use tax 
preferences to substantially reduce or eliminate their taxes in a given year.' In general, 
the AMT increases the tax filer’s taxable income by disallowing various tax preferences. 
In place of these preferences, a $40,000 exemption is granted. The net taxable income 

is then taxed at a 17-per-cent rate to arrive at the minimum amount of tax that must be 
paid. The tax filer must pay the greater of the minimum amount and the amount of 


regular taxes that would be paid in the 

absence of the AMT. The minimum EXAMPLE 1 — How the AMT Works 
amount over and above the regular Regular Tax AMT 
taxes paid can be carried over and ($) ($) 
used to reduce regular taxes payable to | Total Income 250,000 250,000 
a level no lower than the minimum Deductions 125,000 | 
amount payable in a subsequent year. | Taxable Income 125,000 250,000 
Example | briefly illustrates how the AMT Exemption 40,000 
AMT works. This example, and all Net Taxable Income 125,000 210,000 
subsequent examples, are based on the | Tax on Income 31,812 35,700 
1997 tax system. AMT Carry Forward 3,888 


Review of the 1985 Discussion Paper 


The Government released a discussion paper’ with the May 1985 budget for consultation 
before implementing a minimum tax. The paper reviewed the extent to which high- 
income individuals paid little or no income tax during the 1970s and early 1980s, 
examined the reasons why this occurred and set out the general framework for how 

a minimum tax should operate. 


' The AMT also applies to most trusts. It is not applicable to individuals who are bankrupt or deceased. 


s Department of Finance Canada, A Minimum Tax for Canada, budget papers (Ottawa: Public Works 
and Government Services, 1985). 


The paper observed that only a small percentage of tax filers had high incomes and paid 
little or no taxes. Furthermore, few high-income individuals managed to pay no taxes 

for more than a year (none for more than six consecutive years). The paper also noted 
that the dividend tax credit was a major reason for high-income individuals not paying 
income tax. Other reasons included deductions for carrying charges in excess of 
investment income, the partial taxation of capital gains and deductions for business losses 
claimed on their tax returns. Social policy items such as registered retirement savings 
plan (RRSP) deductions were found to be of secondary importance when compared 

to investment items. 


The paper reviewed three possible forms that a minimum tax could take: an AMT, an 
add-on minimum tax and a limit on tax preferences.” * The AMT was eventually chosen 
since it was more easily targeted towards high-income earners who pay little tax and did 
not interfere with tax calculations for the rest of the population. The remainder of this 
section reviews some of the arguments made in the discussion paper regarding the 
appropriate structure of an AMT. 


Exemption Level 


While the choice of the exemption level was somewhat arbitrary, it had to be high enough 
to exempt the majority of taxpayers who had low incomes and/or few preference items, 
but low enough to catch high-income individuals who used preferences to offset large 
amounts of their income. 


AMT Tax Rate 


Like the exemption level, the rate had to be “high enough to ensure that substantial 
levels of income did not go untaxed, while low enough | to recognize that a low regular 
tax liability may be the result of legitimate incentives. " The paper argued that the 
AMT rate should not exceed 17 per cent, which was equal to one-half the top marginal 
rate at the time. The reason given was that this was equivalent to the top rate on capital 
gains, which had a 50-per-cent exclusion rate at the time. Presently, the AMT rate is 
equal to the statutory rate for the lowest tax bracket and the rate used for most non- 
refundable credits. 


Choice of Preference Items 


The discussion paper laid out two criteria in choosing preferences that would be included 
in the AMT base. The first was the degree to which a preference was seen to create a 
potentially inappropriate or excessive tax preference. The second was the complexity 
and administrative effort associated with capturing any preference for the AMT base. 
The preferences that were chosen are discussed in detail in the next section. 


An AMT has a separate structure from the regular tax system in which various preferences are 
disallowed. An add-on minimum tax is based on the use of a specified list of preferences, and 
the amount of tax is simply added to regular taxes payable. A limit on tax preferences means that 
preferences are limited directly within the regular tax system. For more information see the 1985 
discussion paper. 


Department of Finance Canada, A Minimum Tax for Canada, p. 19. 
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The AMT in Practice 
How the AMT Is Calculated 


In general, the AMT disallows preferences that can be used to generate losses that offset 
other sources. of income.’ When calculating adjusted taxable income for AMT purposes, 
the amounts claimed for these preferences are added to regular taxable income. These 
preferences include the following: 


= losses due to claiming capital cost allowance (CCA) or carrying charges® on 
investments in film or rental or leasing property; 


= losses from limited partnerships or tax shelter partnerships; 


= deductible amounts with respect to registered tax shelter properties that are not 
included in the AMT base elsewhere; and 


= losses due to resource expenditures, depletion allowances and carrying charges 
related to resource properties and flow-through shares. 


When claiming a loss from previous years, any portion of that loss due to any of the 
preferences mentioned above must also be added to taxable income under the AMT. 


The AMT also adds the non-taxable portion of capital gains® to the taxfiler’s income.’ 


In addition, two other deductions are disallowed by the AMT: the deduction for home 
relocation loans and the stock option and shares deduction.” 


Dividends are included in the adjusted taxable income at their cash value, and no 
dividend tax credit is given.'' In addition, allowable business investment losses are 
100-per-cent deductible under the AMT rather than 75-per-cent deductible. This provides 
symmetric treatment of capital gains and business investment losses. 


A complete list of preferences and whether or not they are included in the AMT base is presented 
in Appendix 2. 


Carrying charges are interest expenses and other expenses related to purchasing investments, such as 
investment advice and management fees. Interest on investments for which the return can only take 
the form of a capital gain cannot be claimed. 


CCA losses from multiple-unit residential buildings were also disallowed when these losses could 
be used to offset other sources of income. This tax shelter has now been closed. 


However, it does not include tax-exempt capital dividends in adjusted taxable income. Capital 
dividends are the non-taxable portion of capital gains realized at the corporate level that are transferred 
to shareholders. 


Other tax-exempt income, such as the first $3,000 of scholarship income, is not added to the AMT base. 
'° This deduction allows the benefits from employee stock options to be taxed at a preferential rate. 
The deduction for prospectors and grubstakers, which is reported on the same line on individuals’ tax 
returns, 1s also disallowed by the AMT. 


There is little chance for double taxation of dividends, since removal of the dividend tax credit by itself 
will not cause an individual to pay minimum tax. See the section entitled “Dividends, Capital Gains and 
the AMT” for further discussion of this matter. 
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Most non-refundable tax credits (including charitable contributions and personal and 
spousal credits) can be used to decrease the minimum amount of tax.'” Two exceptions 
are credits that were transferred from a spouse or dependant (e.g., tuition fee credit) 
and the credit for pension income, which are disallowed for minimum tax purposes. 
The minimum amount net of the non-refundable credits is compared to the individual’s 
regular basic federal tax. If the minimum amount exceeds the basic federal tax, then 
the individual must pay the AMT. 


In addition, the AMT disallows some other tax credits that are used to decrease regular 
tax payable: the political contribution tax credit, the investment tax credit, the labour- 
sponsored venture capital corporations credit, the logging tax credit and the overseas 
employment tax credit.'° However, an adjusted foreign tax credit can be used to decrease 
the amount of minimum tax. 


The Carry-Over Provision 


Any minimum tax over and above regular taxes can be carried over for up to seven years 
to be used as a credit against future regular taxes. The carry-over can only reduce regular 
taxes to the minimum amount of tax in future years. This has the effect of reducing the 
cost of the AMT to the taxpayer. The carry-over is there to ensure that tax incentives 

put in place for valid economic and social reasons are not undermined by the AMT. 

It ensures that taxpayers “will be able, in effect, to apply unused deductions and tax 
credits against their regular tax liability in future years, but in each and every year will 
never pay less than the minimum Ce 


Changes to the AMT Base 


While the rate and exemption level have not changed since 1986, there have been some 
changes to the preferences included in the AMT. First, beginning with the 1995 tax year, 
the AMT tax base was broadened with the addition of losses due to carrying charges 

on certain investments. Second, the 1998 budget included a measure to remove RRSP 
contributions and rollovers from the AMT tax base, retroactive to 1994. The latter change 
was made because many individuals were receiving large severance packages that were 
being rolled over into RRSPs during the economic restructuring of the 1990s. The large 
RRSP contributions triggered the AMT. Since retirement savings were important 

to Canadians, and given the limitations on RRSP contributions already in place, the 
Government decided that it would be appropriate to remove this preference from the 
AMT base. 


'* Since the basic personal credit and other non-refundable credits are credited at a 17-per-cent rate, this 
effectively raises the amount of income that is not taxed under the AMT to at least $46,456 in 1997. 


'° The refundable portion of the investment tax credit is allowed for AMT purposes. 
‘ Department of Finance Canada, “Minister Announces Minimum Tax,” Press Release 85-215, 


December 4, 1985. 
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Changes Made to Some Preferences Targeted by the AMT 


The Government has been actively eliminating or limiting the use of various preferences 
targeted by the AMT. Nevertheless, these preferences are still included in the AMT 
base since there may be losses carried over from previous years. For example, the 
100-per-cent ‘CCA provisions on certified films was eliminated in the 1995 budget and 
replaced with a tax credit for producers. One of the reasons cited in the budget was that 
the CCA measures were simply tax shelters used by high-income individuals. 


In addition, the tax shelter on multiple-unit residential buildings has been eliminated. 
Before the changes, CCA on these properties created losses that could have been used 

to offset other forms of income. This provision has now been changed and CCA can only 
be deducted up to the amount of net income from the property. 


Minimum Taxes in Other Jurisdictions 


In Canada the province of Quebec has a minimum tax that is similar to the federal AMT. 
Internationally, only the United States has a minimum tax similar to the one used in 
Canada. A number of countries have minimum taxes for corporations (such as a 
minimum tax on assets) but not for individuals. Some countries in Europe have wealth 
taxes, some of which are tied to the amount of income tax paid. These taxes can be 
interpreted as a form of minimum taxation. Norway has a national income tax on gross 
income for which no deductions are provided which affects only high-income 
individuals. However, this tax does not apply to capital income.’ In Germany, limits 
on the set-off of losses result in a form of minimum taxation for individuals with 
positive incomes over DM 100,000.'° A brief discussion of minimum tax measures in 
other countries can be found in Larin and Jacques.'’ An overview of the Quebec and 
U.S. versions of the AMT is provided below. 


The Quebec AMT 


The Quebec AMT was introduced at the same time as the federal AMT and it operates 

in a similar manner to the federal version.'® It also targets the same preferences.” 

In Quebec the AMT rate was initially 16 per cent, but was raised to 20 per cent in 1993 
and to the current rate of 23 per cent in 1998, which is the rate used for non-refundable 


'° International Bureau of Fiscal Documentation, European Taxation Supplementary Service, 1999, 
loose-leaf. 


'© Tbid. 


'’ Gilles N. Larin and Marie N. Jacques, “Is the Alternative Minimum Tax a Paper Tiger?,” 
Canadian Tax Journal, 42(3) (1994), pp. 804-842. 


'* Note that while other provinces do not have their own AMT, the federal version still applies. 


” The Quebec AMT also disallows some preferences related only to investments in Quebec. 
Its treatment of allowable business investment losses is similar to the federal AMT. 


tax credits. Quebec also reduced the basic exemption from $40,000 to $25,000 in 1996 
as a means of increasing revenue and fairness in the tax system. The Quebec government 
also excluded RRSPs from its AMT base beginning with the 1997 tax year. 


The U.S. AMT 


The United States has had a minimum tax since 1969. The tax was implemented for 

the same policy reasons as in Canada. The U.S. originally used an add-on minimum tax 
but eventually switched to an AMT. The U.S. has a minimum tax for both individuals 
and corporations.” ° The basic method for calculating the AMT is the same, as in Canada. 
Approximately 700,000 U.S. taxpayers paid $4.5 billion in AMT in 1997. 


While the American system is similar to the Canadian one, there are two important 
differences. First, the Canadian system’s non-refundable tax credits (such as the basic 
personal credit) are separate from the $40,000 AMT deduction. In the U.S. system, 

the personal exemption is treated as an AMT preference and is added back into taxable 
income. Second, the Canadian AMT deduction is not phased out at higher incomes. 
Therefore, the American AMT appears to be stricter than its Canadian counterpart. 


There has been a great deal of criticism in the United States regarding the AMT, 
especially the tax on corporations. Most of this criticism concerns the complexity of the 
tax and the additional compliance costs (e.g., companies have to calculate depreciation 
two different ways). 


III. OVERALL IMPACT OF THE AMT 


The 1985 press release announcing the AMT stated that the minimum tax “ensures that 
high-income Canadians will pay a fair share of taxes in each year.” *° This section 
examines the performance of the AMT for the period 1988 to 1997 to determine if it is 
working as intended. Since the removal of the RRSP deduction from the AMT base was 
done on a retroactive basis, the tax return data for those years do not take these changes 
into account. Nevertheless, through the use of the Personal Income Tax T1 model, some 
of the effects of removing the RRSP deduction from the base have been determined and 
they will be noted where appropriate. However, it was not possible to determine the 
effects on the carry-over amounts of individual filers. 


20 é A : 
While Canada does not have a corporate AMT per se, some tax analysts consider the large corporations 
tax to be like a minimum tax. 


*! Robert P. Harvey and Jerry Tempalski, “The Individual AMT: Why It Matters,” National Tax Journal, 
L(3) (September 1997), pp. 453-473. 


MD P BA PhO sus 
Department of Finance Canada, “Minister Announces Minimum Tax.” 
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Revenue and Number of Filers Affected 
Before RRSPs Were Removed 


Table 3-1 presents the number of filers and the amount of additional revenue collected 
by the Government from the AMT. Generally, fewer than 30,000 filers paid additional 
tax as a result of the AMT each year from 1988 to 1997 with revenue well below 
$100 million per year between 1989 and 1992. The increase in AMT revenue between 
1992 and 1993 is mainly due to the increase in the number of filers paying AMT because 
of increased use of rollovers into RRSPs. The use of the RRSP preference accounted 
for only 4 per cent of AMT revenue in 1992 but 31 per cent in 1993 (see Appendix 1, 
Table A1.3). AMT revenue peaked in 1994, with 42,320 individuals paying a total 
$197 million in additional tax. Since the lifetime capital gains exemption was being 
phased out in that year, there was an increase in the amount of capital gains declared, 
leading to more individuals having to pay the AMT. 


Since taxpayers can claim the amount of incremental AMT they pay against future 
regular taxes, the amount of carry-over applied must be taken into account to determine 
net AMT revenue. As Table 3-1 indicates, while $1.02 billion in gross AMT revenue was 
collected between 1988 and 1997, $784 million was claimed back by AMT filers, leaving 
total net revenue from AMT for the period at $237 million. Gross AMT revenue averaged 
just over $100 million per annum during the period. However, on a net basis, revenue 
averaged only $23.7 million. In fact, in 1990 and 1995, the Government paid out more in 
AMT than it collected. With the exception of 1993 and 1994, net revenue on an annual 
basis was less than $50 million. 


Table 3-1 

Additional Revenue From AMT i ss—“‘“<“<“<‘<‘<‘<‘<i;r™”*stS ne ss ee 

Incremental AMT Carry-Over Applied Annual 

Year _ | #ofFilers | _Amount ($) #ofFilers =| Amount ($) ___ Net Revenue ($) 
1988 17,354 115,286,000 31,389 83,570,000 31,716,000 
1989 15,102 85,874,000 23,209 71,624,000 14,250,000 
1990 13,810 48,062,000 24,762 84,776,000 ( 36,714,000) 
199] 16,268 63,251,000 18,726 54,677,000 8,574,000 
1992 17,005 64,976,000 19,027 48,353,000 16,623,000 
1993 29,125 121,516,000 23,045 58,871,000 62,645,000 
1994 42,320 196,848,000 29,444 76,591,000 120,257,000 
1995 28,368 118,694,000 42,693 124,587,000 ( 5,893,000) 
1996 28,872 100,481,000 36,224 99,638,000 843,000 
1997 EOD 105,753,000 31,014 80,945,000 24,808,000 
Totals 1,020,741,000 783,632,000 237,109,000 
Effect of RRSP Removal 


Since the 1998 budget measure regarding RRSPs was retroactive to 1994, the revenue 
shown for 1994 to 1997 is lower than the value shown in Table 3-1. This is shown in 
Table 3-2. In 1996 the number of filers falls below 10,000 while gross revenue was 
$58.2 million, just over half of what it was before RRSPs were removed from the base. 


Table 3-2 
Effect of Removal of RRSPs on Gross AMT Revenues | 


Before Removal After Removal 
Year # of Filers Amount $ # of Filers Amount $ 
1994 147500702 TR P96 848 00d 87 eae 110,963,000 
1995 28,368 100,48 1,000 11,645 76,564,000 
1996 28,872 118,694,000 9,847 58,208,000 
1997 25,765 105,753,000 10,640 68,884,000 


Characteristics of AMT Filers 


This section looks at the results for 1997 since it is the most recent year for which data 

is available and because there were no significant shocks to either the tax system or 

the economy. It was also fairly representative of the period. Figures 3-1 and 3-2 show the 
income distribution of AMT filers for 1997 after adjusting for the 1998 budget changes. 
Of the filers affected, 21 per cent had gross incomes below $100,000 (Figure 3-1) and 

48 per cent had gross incomes of $250,000 or more.”> However, if one considers revenue 
collected, then the picture changes somewhat (Figure 3-2). In 1997, 94 per cent of AMT 
revenue was paid by filers who had gross incomes of more than $100,000, with 81 per 
cent of the revenue coming from filers with gross incomes of $250,000 or more. AMT 
filers with gross incomes of more than $250,000 paid on average an extra $10,851 in tax 
because of the AMT in 1997. This is similar throughout the 1988-1997 period. 


Figure 3-1 Figure 3-2 
Income Distribution of AMT Filers, Income Distribution of AMT Filers, 
by Number of Filers, 1997 by Revenue Collected, 1997 


$25,000-$50,000 $50,000- 
2% $100,000 
19% 
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$250,000 
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$50,000- 


$250,000 
and over 
48% 


$25,000-$50,000 | $250,000 
0.4% i and over 


81% 

$100,000- 

$250,000 
31% 


WB} 3 5 3 
Gross income is equal to total income for regular tax purposes (line 150 on tax returns) plus the exempt 
portion of capital gains and losses due to CCA, carrying charges or resource expenditures less the 
dividend gross-up. 
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In 1997, there were no filers with gross incomes below $25,000 paying AMT. However, 
in other years a small number of filers with gross incomes below $25,000 did pay 
AMT.” Apart from this difference, the results are similar between 1994 and 1996.”° 
Before 1994, there were a significant percentage of filers with incomes below $100,000 
paying AMT. In fact, in 1991 more than half of AMT filers had gross incomes of less 
than $100,000. Nevertheless, these low-income filers accounted for less than one-half of 
the revenue collected. On average, between 1988 and 1997, individuals with incomes in 
excess of $100,000 paid 83 per cent of the AMT revenue while those with incomes in 
excess of $250,000 contributed 68 per cent of the revenue. 


Figures 3-3 and 3-4 present the age distribution and the occupations of AMT filers 
respectively in 1997. The vast majority of AMT filers are over 40 years of age, with 

20 per cent of AMT revenue coming from seniors (Figure 3-3). The percentage of 
revenue coming from seniors has been rising steadily in recent years. Otherwise, 

the results are relatively stable over the 1988-1997 period. Figure 3-4 presents the 
occupations of AMT filers based on the major source of income on their tax returns. Over 
70 per cent of AMT revenue came from investors and property owners while 16 per cent 
came from public and private sector employees. Based on the above discussion, it can be 
concluded that a typical AMT filer would be an investor or property owner over 40 years 
of age with an annual income in excess of $100,000. 


Figure 3-3 
Age Distribution of AMT Filers, 
by Revenue Collected, 1997 
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Figure 3-4 
Occupations of AMT Filers, 
by Revenue Collected, 1997 
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** In some years there were some filers who had gross incomes of zero or less (due to losses) who paid 
significant amounts of AMT. This is because the AMT disallows the portion of losses created by CCA, 


some carrying charges and resource expenses. 


*S Data for previous years can be found in Appendix 1. The removal of RRSPs from the AMT base in the 
1994 tax year dramatically reduced the number of AMT filers with incomes between $0 and $50,000. 
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The Impact on Individual AMT Filers 


This section relies on data from the recently constructed longitudinal tax data file for 
1990-1996.”° The section considers the number of times a filer was taxed under 
AMT rules during this period and how long it took before such taxes were recouped 
by these taxpayers. 


Table 3-3 presents the number of years that an individual had to pay AMT between 1990 
and 1996. Over this seven-year period, 92.14 per cent of AMT filers paid minimum tax 
only once while a mere 10 filers paid AMT in every year. This suggests that most AMT 
filers are receiving a windfall gain (such as a capital gain) in one year that triggers AMT. 


Another important issue with the AMT is how quickly individuals were able to use 

the carry-over provision to reclaim the extra tax that they had to pay. To measure this, 

a sample of filers who paid AMT only once during the period was chosen. Table 3-4 
indicates the results for the sample of 9,190 filers who paid minimum tax only in 1990.’ 
Over half of these filers had reclaimed the AMT in two years and 70.3 per cent had 
reclaimed the extra amount of tax they paid in six years. In addition, most of the AMT 
paid in 1990 by these filers was recouped very quickly. In the first year alone, 

68.4 per cent of the tax paid in 1990 was reclaimed. Within two years, only 15.4 per cent 
of the total amount was remaining. Therefore, those filers who still had not fully claimed 
back the AMT by 1997 had only a small amount to reclaim in 1997 (an average of $318). 
If they did not do so, the carry-over would have been lost since the extra tax paid as 

a result of the AMT can only be claimed up to seven years after it was paid. These 
findings are similar to those of Larin and Jacques in their study using Quebec 

AMT data.”* 


Table 3-3 Table 3-4 
Number of Years Individuals Paid AMT, Amount of Carry-Over Remaining for AMT Filers 
1990-1996 Who Paid AMT Only in 1990 
# of Years That Number Number 
AMT Was Paid of Filers % Year of Filers %o $ % 
1 138,840 92.14 1990 9,190 100.0 30,153,144 100.0 
2, 9,960 6.61 199] 130 55.8 9,526,932 31G 
5 1,280 0.85 1992 4,050 44.1 4,647,100 15.4 
4 430 O29 1993 3,560 EyoEl 212,191 99 
5 130 0.09 1994 o,210 34.9 1,962,834 6.5 
6 30 0.02 1995 2,910 Ly. 1,914,900 4.4 
g 10 0.01 1996 20 29.7 868,555 29 
Total 50,680 100.00 


© RRSPs were not removed from the data in this section. 


*7 While some of these filers may have paid AMT before 1990, only the amount of AMT paid in 1990 


is used as a carry-over amount. 


** Larin and Jacques, “Is the Alternative Minimum Tax a Paper Tiger?” 
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From the longitudinal data it is clear that, for most minimum tax filers, the AMT is a 
“once in a lifetime” tax. In addition, the results on the use of the carry-over mechanism 
support the hypothesis that most filers are able to claim the tax back in the long run and, 
in fact, claim most of it back in the short run. If the carry-over claimed in each year was 
discounted at a 5-per-cent rate, the $30.2 million collected from the 9,190 filers in 1990 
would have had a present value to the Government of just under $3 million. 


Effectiveness at Reducing Non-Taxable Returns 


The main objective of the AMT is to reduce the extent to which high-income individuals 
pay little or no tax in a given year. This can occur in two ways. First, it can cause 
individuals with no regular taxes to pay a minimum amount of tax. Second, it can induce 
individuals to change their behaviour so that they pay a small amount of regular tax over 
time rather than a large amount of AMT. 


The impact of the AMT on the proportion of high income non-taxable returns can be seen 
in Table 3-5.” 


Table 3-5 
Number of High-Income Non-Taxable Returns 
(From the Canada Customs and Revenue Agency’s Tax Statistics on Individuals) 


$100,000 — $250,000 $250,000 and Over Total Over $100,000 
JAS reas Number %ofReturns Number %ofReturns Number % of Returns 
1983 998 1.48 178 1.90 L176 a3 
1984 1,543 2.10 287 2.66 1,830 ele 
1985 1,277 1.41 254 1.78 tase 1.46 
1986 530 0.51 100 0.64 630 O33 
1987 480 0.42 100 0.55 580 0.44 
1988 500 0.33 140 0.46 640 0.35 
1989 920 0.49 180 0.48 1,100 0.49 
1990 2a) 0.62 250 0.69 1,520 0.63 
199] 1,700 0.80 190 0.54 1,890 0.76 
1992 1,930 0.88 340 0.90 2210) 0.89 
1993 1,680 0.70 250 037 1,930 0.68 
1994 3,230 0.82 290 0.53 3,520 0.79 
1995 155.20 Usey 230 0.51 1,750 0.58 
1996 1,400 0.49 310 0.58 1,710 0.51 
1983-85 Average 1,273 1.66 240 ale 1312 LZ 
1986-96 Average 1,378 0.61 216 0.59 1,595 0.60 


? ~ . . . . ~ = + * ae 
~* The figures presented in this section are based on total income for tax purposes. 


69 


There is an immediate drop in the percentage of non-taxable filers coinciding with the 
introduction of the AMT in 1986. The drop in high-income non-taxable returns is 
maintained throughout the period, with the average proportion of high-income non- 
taxable returns falling 65 per cent between the 1983-85 and the 1986-96 periods. Even 
though in 1996 there were 1,710 non-taxable filers with total incomes for tax purposes 
of $100,000 or more, this accounted for only 0.51 per cent of filers in that income group. 
This suggests that the AMT has been effective at reducing the proportion of non- 
taxpaying filers at higher-income levels. At the same time, however, other changes in 
the tax system may have contributed to this decline. 


Despite the sharp drop in the share of non-taxable returns, only a fraction of those who 
have no regular income tax pay minimum tax (Table 3-6). On average, between 1988 
and 1996, 27 per cent of high-income filers who had no regular income tax paid 
minimum tax, with a higher percentage for the subset of individuals with incomes of 
$250,000 or more. This also points to a change in behaviour — taxpayers made less use 
of preferences disallowed by the AMT, but still used other preferences and deductions 
to reduce their tax liability to zero. 


Another perspective to consider is the percentage of AMT filers who had to pay some 
tax but had their taxes increased as a result of the AMT. This is shown for the years 
1988-1997 in Table 3-7 for all income levels.*” On average, 92.4 per cent of AMT filers 
were already taxable. These individuals were responsible for 88.2 per cent of additional 
tax collected from the AMT, paying on average an extra $3,333 in tax. 


Table 3-6 Table 3-7 
Percentage of Filers With No Regular Percentage of AMT Filers Who Had Some 
Income Tax Payable Who Paid AMT Regular Tax Payable, 1988-1997 
Total (All Income Levels) 
$100,000- $250,000 Over % of % of Avg. AMT 
Year $250,000 andOver $100,000 Year Filers Rev. Paid ($) 
1988 22 45 29 1988 90.8 74.4 3,347 
1989 36 46 38 1989 92.5 88.9 3,932 
1990 17 35 Aa! 1990 93.5 89.9 2226 
199] 18 ah 20 199] 93.4 94.1 2,202 
1992 23 ou 24 1992 93.8 O27 2,490 
1993 os) 49 36 1993 95.4 95.0 2,025 
1994 21 a2 25 1994 93.8 93.6 3,274 
1995 26 44 29 1995 91.5 85.7 4,639 
1996 23 33 Ye 1996 89.1 82.9 3,826 
Average 24 4] a 1997 89.8 85.4 4,390 
eo aS a ae Average 92.4 88.2 3,333 


© The 1999 edition of Tax Statistics on Individuals was not available at the time of writing. Therefore, data 
for 1997 was not included in Table 3-5. With respect to Table 3-6, data was readily available only for 
the years 1988 to 1996. 
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IV. SPECIFIC ISSUES 
What Does It Take to Trigger AMT? 


AMT is triggered when minimum tax payable exceeds federal basic tax. In order for 
this to occur, the amount of preferences added to regular taxable income under the 
AMT must satisfy two conditions. First, the preferences must, in principle, exceed the 
$40,000 exemption. However, this is not the case when there are dividends or capital 
gains. This is because dividends and capital gains use up some of the room that could 
have been used for other preferences even though they will not trigger AMT by 
themselves. Second, when the individual has taxable income in the middle- and upper- 
income brackets, the amount of preferences must be sufficient to compensate for the 
difference between their statutory marginal tax rate and the AMT tax rate (17 per cent). 


Again, this will depend on whether or not the individual has dividends or capital gains. 
This is because the top marginal rates on dividends and capital gains are lower than 
the rate for interest or employment income. 


Table 4-1 indicates the level of AMT preferences (other than capital gains) that would be 
required just to equate regular taxes with basic federal tax at various levels of income. 

If an individual has preferences in excess of this amount, he or she will likely be subject 
to minimum tax. Individuals with interest or employment income between $100,000 and 
$500,000 need to have between 51 and 43 per cent of their income reduced by AMT 
preferences. If the individual has income only from dividends or capital gains, the level 
of AMT preferences is much less. 


Table 4-1 
Amount of Preferences Required Before AMT is Triggered 
Source — Interest or Employment All From Dividends All From Cap. Gains 
Gross Preferences %of Total Preferences % of Total Preferences % of Total 
Income __Req’d Income _ Req’d Income Req'd Income 
($) ($) (%) ($) (%) ($) (%) 
50,000 40,000 80.0 13,674 Pa if 27,500 55.0 
100,000 50,525 50.5 17,067 tees 25.925 Die es 
150,000 O23 46.8 21,528 14.4 S211S 21.8 
200,000 90,903 45.5 29,989 13.0 40,903 20.5 
250,000 111,592 44.6 30,450 12.0 49,092 19.6 
300,000 132,262 44.1 34,911 11.6 D725. 19.1 
400,000 173,661 43.4 43,834 11.0 73,661 18.4 
500,000 215,041 43.0 22.700 10.6 90,041 18.0 
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Dividends, Capital Gains and the AMT 


The 1985 discussion paper raised the concern that limiting the dividend tax credit in some 
way would interfere with the integration of the tax system, causing income to be taxed 

at both the corporate and personal levels.°' Nevertheless, the relatively low AMT rate and 
the $40,000 exemption help to reduce the likelihood of double taxation of dividends. 


Indeed, under the current system the inclusion of dividends without any other preferences 
would not trigger AMT. This is because even with the favourable treatment given 

to dividends under the regular tax system, the top marginal rate on dividends is 

19.6 per cent, which exceeds the 17-per-cent rate under the AMT. This is shown in 
Example 2a. However, if the individual has AMT preference items, there is a potential 
for dividends to be exposed to AMT, as indicated in Example 2b. 


Under the AMT capital gains are fully taxable. As with dividends, the inclusion of the 
non-taxed portion of capital gains in taxable income will not by itself cause a taxpayer 

to pay AMT. Again, this is because of the difference between the top federal rate of 

29 per cent and the AMT rate of 17 per cent in addition to the $40,000 exclusion (see 
Example 3a). In this case, the top marginal rate (ignoring surtaxes) is 21.75 per cent 
(34x29 per cent) under the regular tax system compared to 17 per cent for the AMT. 
However, if there are other AMT preferences, then the inclusion of the non-taxed portion 
of capital gains can help to trigger the AMT. 


*' Note that since the dividend tax credit can be claimed for dividends received from profits on which little 
or no corporate tax was paid, the minimum tax could help to rectify this problem. The Technical 
Committee on Business Taxation examined this issue and proposed a corporate distribution tax, which 
is similar to taxes used in Europe, to address this problem directly. See the discussion on integration 
in Chapter 7 of the Report of the Technical Committee on Business Taxation (Ottawa: December 1997). 
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EXAMPLE 2 — Dividends and the AMT EXAMPLE 3 — Capital Gains and the AMT 


_ Regular Tax AMT _ 
($) ($) 


a) Individual has $100,000 in dividends with 
no other deductions 


Regular Tax AMT 
($) ($) 


a) Individual has $500,000 capital gain with 
no other deductions 


Taxable Dividend 125,000 100,000 Capital Gain 500,000 500,000 


Taxable Gain 375,000 500,000 


Taxable Income 125,000 100,000 

AMT Exemption we Se 0000 Taxable Income 375,000 500,000 
Net Taxable Income 125,000 60,000 AMT Exemption mk ! 40,000 
Tax on Income 31,812 10,200 Net Taxable Income 375,000 460,000 
Dividend Tax Credit = —-—s—« 16,663 < 

Net Tax on Income 15,149 10,200 Tax on Income 104,312 78,200 


b) Individual has $100,000 in dividends with 
$50,000 deduction for carrying charges 


b) Individual has $500,000 capital gain eligible for 
capital gains exemption and no other income 


Taxable Dividend 125,000 100,000 Capital Gain 500,000 500,000 
Carrying Charges 50,000 ~ Taxable Gain 375,000 500,000 
Taxable Income 75,000 100,000 Cap. Gain Exemption 375,000 375,000 
AMT Exemption My si. 40,000 Taxable Income - 125,500 
Net Taxable Income - 75,000 60,000 AMT Exemption wSe - 40,000 
Tax on Income L712 10,200 Net Taxable Income - 85,000 
Dividend Tax Credit _ 16,663 y.[ 

Net Tax on Income 649 10,200 Tax on Income - 14,450 


c) Individual has $500,000 capital gain eligible for 
capital gains exemption and other income 


Capital Gain 500,000 500,000 
Taxable Gain 375,000 500,000 


Other Income 157,400 157,400 
Total Income 532,400 657,400 
Cap. Gain Exemption 375,000 375,000 
Taxable Income 157,400 282,400 
AMT Exemption 40,000 


Net Taxable Income 157,400 242,400 


Tax on Income 41,208 41,208 
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Effect of the Lifetime Capital Gains Exemption 


While capital gains by themselves will generally not trigger AMT, the use of the 
$500,000 lifetime capital gains exemption by itself will cause a tax filer to pay minimum 
tax when the tax filer has no other income and the capital gain is greater than $160,000. 
This situation is shown in Example 3b. The reason is that while the exemption reduces 
taxable capital gains to zero under the regular tax system, under the AMT, 25 per cent of 
the capital gain is added to taxable income (see the section entitled “The AMT 

in Practice” above). On the other hand, if an individual has substantial amounts of other 
income and no other AMT preferences, he or she may not be subject to minimum tax. 
For example, for a $500,000 capital gain, if the individual has more than $157,400 in 
other income, then regular tax payable will exceed AMT payable (see Example 3c). 


Reasons for Individuals Having to Pay the AMT 


This section addresses the question of why individuals pay minimum tax rather than 
regular tax. To determine the relative importance of a preference included in the 

AMT base, the Personal Income Tax T1 Model was used to recalculate the amount of 
AMT individuals would have to pay if one of the tax preferences was taken out of the 
AMT base. This exercise was conducted for RRSP deductions (up to 1994), the inclusion 
of capital gains, CCA losses, resource expenditure losses, carrying charges, employee 
stock option deductions and deductions for home relocation loans. The model was also 
used to determine what would happen if the dividend gross-up and credit system was 
used with the AMT. Table 4-2 presents the percentage of filers affected and the 
percentage reduction in the amount of AMT paid when a change is made to the AMT 
base using 1997 data. In effect, Table 4-2 indicates what would happen if a preference 
was allowed under the AMT rather than disallowed. Because AMT may be triggered by 
a combination of preferences, the removal of any one of them may cause the individual 
to pay regular rather than minimum tax (1.e., a 100-per-cent reduction in AMT for that 
individual), even though it is only a portion of total preferences. Therefore, the 
contribution of the various preferences should not be added together. 


In 1997, 62 per cent of total AMT filers would have been affected if capital gains had 
been removed from the base, leading to a 42-per-cent drop in total AMT revenue. 

In general, the inclusion of the normally exempt one-quarter of capital gains was the most 
important contributor to AMT revenues. In 1994, capital gains were responsible for 

86 per cent of AMT revenue. This reflects the increase in capital gains realized in 1994 
due to the termination of the general lifetime capital gains exemption. 


Losses due to carrying charges on resource expenditures or rental and leasing property 
were added to the AMT base in 1995, and have become the second most important 


component in the AMT base. If these carrying charges had not been included in the base, 
AMT revenue would have been 31 per cent lower in 1997. 


*° Results for previous years are presented in Appendix 1. 
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Table 4-2 
Percentage of AMT Filers Affected and the Percentage Reduction in AMT Revenue 
Caused by a Change in the AMT Base, 1997 


Excluded Capital Losses From Carrying Treatment of 
tis a ipa Satis Fh S-- ; Charges Dividends 
(%) (%) (%) 

Gross Income ($) Filers Amount Filers Amount Filers Amount 
25,000 — 50,000 4.1 0.8 0.0 0.0 100.0 89.1 
50,000 — 100,000 18.2 let 21.6 21.6 54.3 pes 
100,000 — 250,000 65.4 26.9 263 48.0 60.9 Dah 
250,000 and Over 193 47.7 18.9 28.4 61.1 29.1 
Total 62.0 42.1 24,3 30.6 60.6 29.0 


“ _ Property  =———SLossesFrom CCA ~__ Employee Stock Options 
(%) (%) (%) 
Gross Income ($) Filers Amount Filers Amount Filers Amount 
25,000 — 50,000 0.5 0.0 0.0 0.0 0.0 0.0 
50,000 — 100,000 Ls 0.7 8.6 ZG 0.0 0.0 
100,000 — 250,000 16.3 14.0 1.4 0.1 LA 1.0 
250,000 and Over 12.0 10.8 1.4 2.0 2.9 2.4 
Total i ea sy, Ze Pees 1.8 Pied | 


If dividends were treated as they are under the regular tax system, AMT revenues would 
also be lower. In 1997, the drop would have been 29 per cent. On average, between 1988 
and 1997 revenues would have been reduced by 20 per cent if the gross-up and credit 
system had been used. 


Losses from resource property are the next most important component, accounting for 
11 per cent of revenue in 1997 (down from 15 per cent in 1996). Losses from CCA and 
the employee stock option deduction each contribute between 2 and 3 per cent of 
revenue, while the home relocation loan deduction and the disallowed non-refundable 
credits and other credits had little effect on AMT revenues. 


The RRSP deduction was a relatively insignificant factor in the AMT base except in 
1993, when it accounted for 31 per cent of gross AMT revenue. It was this sharp rise that 
prompted the 1998 budget measure to remove RRSPs from the AMT base. 


Table 4-2 also presents the results broken down by gross income. For instance, if capital 
gains were removed from the base, only 4.1 per cent of filers in the $25,000 to $50,000 
income group would have had their AMT reduced or eliminated (paying regular tax 
instead), leading to a 0.78-per-cent drop in the amount of minimum tax paid by that 
income group. In general, most of these preferences are used by high-income 
individuals, particularly the employee stock option deduction. However, the treatment 
of dividends was an important factor for individuals in the $25,000 to $50,000 income 
group. In fact, all filers in this group were affected and AMT revenue would have been 
89 per cent lower if the dividend gross-up and credit was used. (The revenue decline 


A bs) 


is not 100 per cent since some filers still had to pay AMT due to the amount of their 
preferences). In addition, losses from CCA were relatively more important for filers 
with gross incomes between $50,000 and $100,000. 


A related issue concerns the change in the number of AMT filers who had no regular 

tax payable. In particular, how does the removal of a preference affect the number of 
otherwise non-taxable filers who have to pay AMT? Table 4-3 indicates the percentage 
reduction in otherwise non-taxable filers who pay AMT when a preference is removed. 
The removal of capital gains from the AMT base would have the largest impact, while 
losses from carrying charges and the treatment of dividends also have a significant effect. 
Most of the reductions were for individuals with high gross incomes. Losses from CCA, 
the deduction for home relocation loans and the disallowance of certain non-refundable 
credits had no effect on the number of otherwise non-taxable filers caught by the AMT. 


Table 4-3 
Number of Otherwise Non-Taxable Filers Who Pay AMT 
When a Preference Is Removed, 1997 


no - ee -_ ___ # of Filers % Change 
Before Changes 1083 
Excluded Capital Gains 498 54 
Losses From Carrying Charges 891 18 
Treatment of Dividends 904 iy 
Losses From Resource Property 1021 6 
Employee Stock Options 1070 1 


Why Do Some High-Income Individuals 
Pay No Taxes Even With the AMT? 


While the AMT has reduced the number of high-income filers who pay no taxes, there 
still remain a significant number of individuals who pay no taxes even with the AMT. 
This is because the AMT still allows several deductions that, when used by themselves 
or with other deductions, can allow a high-income individual to reduce his or her taxes 
to zero. 


Even with the AMT, it is difficult to determine exactly why individuals were able to pay 
no income tax at an aggregate level. This is because, at the individual level, high-income 
non-taxpaying filers will generally claim a combination of preferences rather than one 
large deduction. Nevertheless, one can use the aggregate data to get a general sense of 
the relative importance of various preferences. 


In 1997, 24 per cent of the non-taxpaying filers who had a total income for tax purposes 
of more than $100,000 had zero taxable income, meaning these filers used deductions 
such as RRSPs, business losses and carrying charges to reduce their taxes to zero. 

Of the remaining 76 per cent of filers who had positive taxable incomes, over half 

(57.8 per cent) had taxable incomes of more than $100,000. This suggests that 


76 


preferences such as the dividend tax credit, the foreign tax credit and charitable 
contributions, which are claimed after gross regular taxes are determined, were important 
factors in reducing taxes to zero for many filers. 


Table 4-4 presents a list of preferences for individuals with total incomes for tax purposes 
of more than $100,000 who paid no taxes. Note that some of these preferences are 
included in the AMT base.” Since it usually requires more than one preference to trigger 
AMT, it is possible for some disallowed preferences to contribute towards reducing taxes 
to zero despite the AMT. The table indicates the percentage of these filers who used a 
given preference, the average deduction claimed, and the percentage of the total value 

of deductions claimed for each preference. Note that these percentages can vary widely 
from year to year. 


From the table, the two most important preferences that allowed many high-income 
individuals to reduce their taxes to zero, the foreign tax credit and the lifetime capital 
gains exemption, are not included in the AMT base. The foreign tax credit accounted for 
24 per cent of the total deductions of all high-income non-taxable filers and was used 

by 32 per cent of high-income non-taxable filers. 


The lifetime capital gains exemption for farm and small business property is also 
prominent among these filers, accounting for 22 per cent of total deductions. It was used 
by 24 per cent of high-income non-taxable filers. 


The next preference in Table 4-4 is labelled ““Additional Deductions From Net Income,” 
which is how it appears on a tax return and therefore in the data. Deductions for vows 
of perpetual poverty (where income is earned and given to a religious order), for net 
employment income from an international organization, and for foreign income received 
under a tax treaty are included in this item. 


Relatively few filers claim allowable business investment losses (3.6 per cent), but 

the average deduction is very large (nearly $356,000). The same is also true for non- 
capital losses carried over from previous years.” For this reason, these two deductions 
are fourth and fifth respectively in Table 4-4. The deduction for capital losses of previous 
years is not as significant, but the average deduction is relatively high. 


ee ae complete list of preferences indicating those that are included in the AMT base is shown in 
Appendix 2. 


* Some of these non-capital losses may be allowable business investment losses carried over 
from previous years. 
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Table 4-4 
Preferences Which Allowed Individuals With Incomes 
_ Over $100,000 to Reduce Their Taxes to Zero in 1997 


% of High-Income, Average % of Total 
Deduction or Credit — Non-Taxpaying Filers Deduction ($) Deductions 
Foreign Tax Credit! B20 111,245 24.11 
Lifetime Capital Gains Exemption 24.3 137,046 22.41 
Additional Deductions From Net Income? 14.4 174,747 16.86 
Allowable Business Investment Losses 3.6 Bie ypeebe) 8.61 
Non-Capital Losses of Other Years 6:7 LOR TS igals 
Carrying Charges and Interest Expenses AES 33,304 6.19 
Other Deductions From Net Income” 1) 44,544 4.49 
Charitable Contributions* 252 26,427 4.48 
RRSP/RPP Contributions 40.6 11,481 Sg hes 
Capital Losses of Other Years ay TEAS 2.02 
Dividend Tax Credit! se feal 12,666 1.45 
Employment Expenses 3.4 19,738 0.45 
Employee Stock Options 0.4 81,154 0.23 
Alimony/Support Payments 1.5 Di piere Pap 0.23 
Exploration and Development Expenses LZ 9,278 0.07 
Overseas Employment Tax Credit! small 73,563 0.05 
Minimum Tax Carry-Forward' Il 4,894 0.03 
Investment Tax Credit! V2 ey ye) 0.02 
Labour-Sponsored Funds Tax Credit! | a 1,826 0.01 


Converted to a deduction equivalent assuming a 29% tax rate. 


in) 


Includes any deduction for foreign income received under a tax treaty, for a vow of perpetual poverty 
or for employment for a prescribed international organization. 


Ww 


Included deductions for Canadian motion picture, film and video tapes and other 
miscellaneous deductions. 


Amount of charitable contributions assumed to be equivalent to a deduction. 


It is important to keep in mind that the amount of losses claimed varies widely from year 
to year.” For instance, while the deduction for limited partnership losses from previous 
years was not used in 1997, it was used by some filers in 1996. 


Many high-income, non-taxpaying filers also had significant deductions for carrying 
charges. Two common tax credits include the credit for charitable contributions and 
the dividend tax credit. RRSP contributions may be the most popular preference in the 
list (it was used by 40.6 per cent of high-income non-taxable filers), but since the 
deduction is limited to $13,500, it is not a key preference for reducing taxes to zero. 


* As an example of how widely the use of these preferences fluctuates, 20 per cent of high-income 
non-taxpaying filers had non-capital losses from previous years in 1996, but only 6.7% did in 1997. 
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This is indicated by the fact that RRSPs constitute only a little over 3 per cent of the total 
deductions and credits claimed. The remaining preferences are fairly insignificant, at 
least for the 1997 tax year. Nevertheless, the size of the average deduction indicates those 
that are more important to specific filers. The overseas employment tax credit and the 
deduction for employee stock options are notable examples. 


V. OVERALL ASSESSMENT 


The AMT was meant to ‘ ‘prevent high-income individuals from using one or more tax 

incentives to pay little or no tax in any given year.” °° However, it was also important that 
“existing tax incentives put in place for valid economic and social reasons [not be] 

undermined by the minimum tax.””’ Therefore, it was important for the AMT to strike 

an appropriate balance between these two objectives. 


When the AMT was introduced, it was observed that “very few Aigh-1 income individuals 
[had] been able to avoid paying taxes for any number of years.”** Therefore, even though 
the overall scope of the problem was small, the Government still felt that it needed to be 
addressed. 


In addition, it was noted that the allowance of some deductions and tax credits would 
mean that some high-income Canadians would still pay no tax in a given year “in a 
strictly limited range of situations.””” 


Has the AMT satisfied its objectives? The proportion of high-income, non-taxable 
returns has fallen by an average of 65 per cent since the AMT was implemented. While 
a significant portion of this drop may be due to other changes in the tax system, the 
immediate drop in the percentage of non-taxable filers in 1986 suggests that the AMT 
had a substantial impact, either directly by causing individuals with no regular tax to pay 
some tax, or indirectly by causing individuals to alter their behaviour. While its overall 
revenue impact has been small, this is not out of line given the size of the problem the 
AMT was meant to address. In addition, since most of the individuals who pay the AMT 
were already paying regular tax, it can be concluded that the AMT ensured that many 
other individuals paid their fair share of tax. 


Nevertheless, a number of high-income individuals are still able to reduce their tax 
liability to zero even with the AMT (this was recognized at the outset by the Government 
before it implemented the AMT). Two significant preferences used by these filers are 

the foreign tax credit and the lifetime capital gains exemption. 


36¢ age ena shad oe ” 
~ Department of Finance Canada, “Minister Announces Minimum Tax. 


7 Thid. 
8 hid. 


°° Ibid. 
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Another issue concerning the AMT is the cost of compliance. Filers have to fill out a 
complicated form and essentially recalculate their taxes using the AMT base. After 
numerous calculations, some filers may determine that they do not have to pay minimum 
tax after all. In addition, the carry-over provision requires extra bookkeeping by both the 
Government and the taxpayer. Despite this, since most of the information required for 
the AMT is already provided under the regular tax system, the compliance burden is 
likely small. 


Therefore, it can be concluded that the AMT has contributed to the reduction in the 
proportion of high-income non-taxable returns at a relatively minor cost to the public. 
In addition, the structure of the tax does not undermine the policy objectives behind 
the various preferences and reinforces tax fairness. 
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APPENDIX 1: Data Tables 


Table Al.1 
Income Distribution of AMT Filers, by Gross Income, 1988 — 1997 
1988 1989 1990 1991 1992 

% of Amount % of Amount % of Amount % of Amount % of Amount 
Gross Income ($) Filers (%) Filers (%) Filers (%) Filers (%) Filers (%) 
Negative or Nil 6.2 18.9 0.0 0.0 0.7 0.2 0.0 0.0 0.0 0.0 
0 — 25,000 2A 0.7 0.7 1.2 Sha) DES 53} 2.9 0.9 0.4 
25 — 50,000 10.1 4.1 4.0 1.6 2G 11.8 24.7 11.6 12.5 6.4 
50,000 — 100,000 21.0 TA 19.4 8.3 Pil) 8.7 26.7 16.7 BAS (ey 
100,000 — 250,000 33.8 22.6 41.5 18.9 22.6 13.4 20.8 11.6 DD 12.4 
250,000 — Over 26.9 46.4 34.4 69.9 29.1 63.5 22.8 57.2 B54 68.5 

1993 1994 1995 1996 1997 

% of Amount % of Amount % of Amount % of Amount % of Amount 
Gross Income ($) Filers (%) Filers (%) Filers (%) Filers (%) Filers (%) 
Negative or Nil 0.0 0.0 0.0 0.1 0.0 0.0 0.01 0.02 0.00 0.00 
0 — 25,000 1.4 0.5 0.0 0.0 DA 10. 0.00 0.0 0.00 0.0 
25 — 50,000 13.7 6.1 0.0 0.0 18.4 8.2 2.9 0.6 2.0 0.4 
50,000 — 100,000 233 11.4 5.8 1.8 Silt 13.4 16.0 4.5 18.6 5.6 
100,000 — 250,000 26.7 13.0 30.8 9.0 YS 17.4 26.2 20.3 Shits} sie hes) 
250,000 — Over 35.0 69.0 63.3 89.1 DID) 59.9 44.9 74.7 48.1 80.6 


Table Al.2 


Average Amount of Minimum Tax Paid, by Income Group, 1988 — 1997 


Gross Income ($) 


Negative or Nil 

0 — 25,000 

25 — 50,000 
50,000 — 100,000 


100,000 — 250,000 


250,000 — Over 
All Filers 


1988 


20,183 
2,335 
2,679 
2,335 
4,445 

11,460 
6,643 


1989 1990 199] 

16,000 878 12,000 
10,310 2,318 Pali 
25239 1,817 1,819 
2,448 1,424 2,460 
2595 2,034 2,164 
11,549 7,580 9,758 
5,686 3,480 3,888 


1992 


($) 
6,400 
1,745 
1,964 
eyeil 
1,740 
7,465 
3,821 


1993 


9,800 
1,429 
1,865 
2,040 
2,034 
8,229 
4,172 


1994 Hoos 1996 1997 
535) 18,333 1,000 - 
3,000 1,821 = = 
9,000 1,871 1,189 1,189 
Io 1,767 1,659 1,936 
1,460 2,876 3,307 2,790 
6,989 11,283 9,836 10,851 
4,968 41,841 Syl 6,474 
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Table Al.3 


Percentage of AMT Filers Affected and the Percentage Reduction 


in AMT Revenue Caused by a Change in the AMT Base, 1988 — 1997 


1988 1989 1990 1991 1992 
% of Amount % of Amount % of Amount % of Amount % of Amount 

Preferences Filers (%) Filers (%) Filers (%) Filers (%) Filers (%) 
Excluded Capital 

Gains 62.3 39.9 79.4 77.9 49.6 SOI 43.1 38.3 54.2 61.1 
Losses From 

Carrying Charges n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a n.a. n.a. 
Losses From CCA 79 4.6 Se) PES 5.0 4.1 49 5) 10.9 5.0 
Losses From 

Resource Property IT 10.2 Shi 4.0 3.8 4.8 >) 16.0 32 3, 
Employee Stock 

Options 0.3 OD 0.7 0.7 0.4 0.9 0.1 0.3 0.3 0.2 
RRSPs 6.0 IS 4.0 4.5 2.9 2.8 2.4 2.0 9.0 4.3 
Treatment of 

Dividends Bij 14.1 48.4 14.0 46.6 26.7 43.0 18.8 43.1 22.4 

1993 1994 1995 1996 1997 
% of Amount % of Amount % of Amount % of Amount % of Amount 

Preferences Filers (%) Filers (%) Filers (%) Filers (%) Filers (%) 
Excluded Capital 

Gains 62.4 68.2 91.8 86.0 67.5 44.7 63.9 41.9 62.0 42.1 
Losses From 

Carrying Charges n.a n.a. n.a. n.a. 18.7 34.5 2253 32:9 Pies) 30.6 
Losses From CCA ples Pie 1.6 3.9 Bas 7.4 0.6 1.4 Doo 2.8 
Losses From 

Resource Property Sue) 4.1 oy) Dees ee Wee) 1 162, 14.5 Islet 10.7 
Employee Stock 

Options 0.6 0.6 Be 1.8 ee DS De 3.0 1.8 Dal 
RRSPs tO) Sil! n.a. n.a. n.a n.a. iva n.a. n.a. n.a. 
Treatment of 

Dividends 45.7 Noe: 50.0 18.4 56.9 20.5 Dy 24.4 28.5 29.0 
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APPENDIX 2: List of Tax Preferences and Deductions 


Included in 
Tax Preferences AMT Base? Remarks 

Before Total Income: 

Losses due to CCA and carrying charges Yes This tax shelter has been closed since 1994. 

on rental and leasing property 

Losses due to CCA and carrying charges Yes This tax shelter has been closed since 1995. 

on certified film property 

Losses from limited partnerships or tax- Yes Some of these deductions were related to 

shelter partnerships those above. 

Deductible amounts with respect to tax Yes 

shelters ae 

Carrying charges related to limited Yes 

partnership, or partnership that owns 

rental, leasing or film property 

Non-taxable portion of capital gains Yes Does not include non-taxable portion of 
gains resulting from foreclosures, conditional 
sales repossessions, gains exempt under a tax 
treaty, and gains on certain gifts and 
donations. 

Exemption of first $500 of scholarship No 

income 

Other exempt incomé (e.g., capital No 

dividends) 


Before Net Income: 


RPPs and RRSPs 


RESPs 


Effective 1994 tax year. 


Union dues 


Child care expenses 


Attendant care expenses 


Allowable business investment loss 


100% deductible rather than 75% deductible. 


Moving expenses 


Support payments 


ZIZ|Z\Z|Z2IZ|ZImf 


Sole lo lo lo lo lo lo 


Carrying charges and interest expenses Yes Only for investments relating to tax shelters, 
limited partnerships, resource property, 
certified film property or rental and leasing 

L property. 

Exploration and development expenses Yes Only to the extent that carrying charges and 
depletion allowances and other expenditures 
create a loss. 

Interest and dividend income deduction Yes Deduction withdrawn in 1988 tax year. 

Other employment expenses No 

Meals and entertainment expenses No 

Other deductions (*see list below) No 


Tax Preferences 


Before Taxable Income: 


Included in 
AMT Base? 


Remarks 


Employee home relocation loans 


Yes 


Stock option and shares deduction Yes 

Limited partnership losses of other years Yes Only losses from CCA and carrying charges 
on Multiple-unit residential buildings, film 
property, rental and leasing property, and 
resource expenditures and depletion 
allowances. 

Non-capital losses of other years Yes See above. | 

Net capital losses of other years No Net non-deducted losses from previous years 
are subtracted from the AMT base. 

Lifetime capital gains deduction No 

Northern residents deduction No 

Additional deductions No 

Non-Refundable Credits: : 

Personal non-refundable credits No 

CPP/EI contributions No 

Pension income Yes 

Caregiver amount No 

Disability amount No 

Disability amount transferred from Yes 

dependant other than spouse 

Interest on student loans No 

Tuition and education amounts No 

Tuition and education transferred from Yes 

child 

Amounts transferred from spouse Yes 

Medical expenses No 

Charitable contributions credit No 

Other Credits: 

Dividend tax credit Yes Dividends are included at their cash value. 

Foreign tax credit No Modified version is used for AMT purposes. 

Logging tax credit Yes 

Overseas tax credit Yes 

Political contribution tax credit Yes 

Labour-sponsored funds credit Yes 

Investment tax credit Yes Non-refundable portion only. 


* Other deductions include assistance for artists and musicians, and deductions for clergy and those who have taken 


vows of perpetual poverty. 
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GST/HST TREATMENT OF EXPORT DISTRIBUTION 


im, 4 
: as jemi = 
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I. INTRODUCTION 


The 2000 budget announced changes to the goods and services tax/harmonized sales tax 
(GST/HST) treatment of export distribution activity. This paper provides detailed 
information on these changes. The proposed changes would ensure that the cash-flow 
implications from having to pay and finance the GST/HST do not impose unintended 
costs that would preclude Canada as a location for North American distribution 
businesses. The measures would enable participants to acquire or import most goods 
without the payment of GST/HST where those businesses export substantially all of their 
outputs or perform export distribution operations for other businesses, and add limited 
value added in the course of processing goods. 


The legislative proposals for these changes would come into force on January 1, 2001, 
so as to allow for consultations in the spring of 2000. 


Il. BACKGROUND 


The GST/HST Treatment of Export Distribution Activity 


A number of programs under the GST/HST provide cash-flow relief with respect to 

the export sector. These programs are each targeted towards a certain type of export- 
oriented activity. However, as a result of ongoing monitoring of the GST/HST 
application to the import and export sectors, it was determined that none of the programs 
adequately deal with the problem faced by businesses involved in distribution activities. 
These export-oriented firms want to perform some limited processing activity on goods 
either imported or purchased in Canada for export. An increasing number of firms are 
engaged in this type of activity, such as the installation of software or customization 

of products to reflect purchasers’ specific needs. 


No GST/HST applies to exported goods and services, and tax paid by exporters on 

their inputs is fully refundable though the input tax credit mechanism. However, in cases 
where there is minimal processing in Canada, the cost of financing the GST/HST paid 
on either imported or domestically acquired goods to be processed, as well as various 
component parts, can be significant in relation to the level of value added to goods. 

In particular, these financing charges can be significant given that the profit margins of 
these types of businesses are low in relation to the value of goods processed. Thus, for 
these types of businesses, financing the GST/HST component can increase their capital 
requirements, ultimately affecting the viability of locating such an operation in Canada. 


How the GST/HST Operates 


The GST/HST is a tax on the final consumption of goods and services in Canada. A 
supplier is required to collect either the GST at the rate of 7 per cent or the HST at a rate 
of 15 per cent on any taxable supplies, other than “zero-rated” supplies’, made in Canada. 
In order to eliminate the taxation of inputs, the GST/HST is designed as a multi-stage tax. 


Zero-rated goods and services are those to which a “zero” rate of tax applies — in other words, they are 
totally tax-free. 
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While businesses throughout the production and distribution chain charge tax on their 
domestic sales, they are able to claim a refundable credit, called an “input tax credit”, 
for any tax paid on purchases of goods and services used in the course of carrying 

on business. 


Based on a determined reporting schedule, a business simply adds up all of the GST/HST 
it has paid to suppliers, and subtracts this from the GST/HST it collects on it sales. Only 
the net amount — tax collected less tax paid — is remitted to the Government. 


Under the GST/HST system, businesses that supply the domestic market are generally 
required to collect the GST/HST on their supplies. Where the GST/HST is collected, the 
vendor may receive a cash-flow benefit from holding the GST/HST amounts in trust until 
they are required to be remitted to the Government. For most businesses, the amounts 
collected would be greater than the GST/HST paid on purchases. 


A key objective of a value-added tax such as the GST/HST is to fully relieve exported 
goods and services from the tax. Thus, no GST/HST is charged on sales made outside of 
Canada and goods and services destined for export are zero-rated. Under the GST/HST 
system, where an exporter purchases or imports goods, it must pay tax on the purchases, 
which it subsequently recovers through the input tax credit mechanism. Where the 
Government has not sent the refund of GST/HST within 21 days of receiving the 
GST/HST return, it pays interest based on the amount owed calculated by reference to 
recent Treasury Bill rates. 


Exporters face a cash-flow burden because they do not collect any GST/HST to offset 
the amount of the GST/HST they pay on their purchases, but rather claim the tax back 
through the input tax credit mechanism. However, it is important to recognize that 
alternative approaches to this mechanism to relieve this burden and to ensure that sales 
tax applies only at the point of final consumption in Canada, such as single-stage sales 
taxes (e.g., retail sales tax), involve the universal use of exemption certificates. These 
certificates provide point-of-sale tax relief in limited circumstances. That is, not all 
businesses are able to use the certificates and the certificate cannot be used for all 
purchases. Indeed, as a general rule, about a third of revenues from such taxes come from 
taxes on business inputs. As a result, tax systems that rely on exemption certificates 
cannot remove all of the tax from exports. 


In addition, since a good may have several different uses, vendors and tax authorities find 
it difficult to determine whether the sale is tax-free or not. The liberal use of certificates 
would cause significant exceptions to the general application of the sales tax. For tax 
administrators, a system using exemption certificates, unlike an input tax credit system, 
provides few opportunities for cross-verification. 


The GST/HST, on the other hand, allows purchasers to claim input tax credits and, 
therefore, eliminates tax cascading and administrative complexities. However, the 
benefits may come, in special circumstances, at the cost of a cash-flow burden for certain 
sectors, such as exporters. 
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III. PROPOSED CHANGES TO THE GST/HST TREATMENT 
OF EXPORT DISTRIBUTION ACTIVITY 


To address the issues discussed above relating to export distribution activities, changes 
to the GST/HST treatment of these activities are proposed. The changes would ensure 
that the cash-flow implications from having to pay and finance the GST/HST do not 
impose costs that would preclude Canada as a location for North American distribution 
businesses. The measures would be designed in a targeted manner to ensure that the 
effectiveness of the multi-stage GST/HST tax is not impaired. 


Overview 


The changes are aimed at export distribution businesses that perform limited processing 
on goods before they are exported. These proposals do not require the establishment of 
specific geographic “tax-free zones” or “foreign trade zones.” Nonetheless, the changes, 
when coupled with other existing programs (e.g., the Duty Deferral Program that 
provides duty relief), would provide the benefits of such zones. But unlike tax-free zones 
or foreign-trade zones, which restrict the benefits only to those businesses situated within 
a particular geographical area, the changes would apply to eligible businesses regardless 
of where they are located. As such, this approach would not promote the dislocation of 
existing industry from one locale to another, which could be the case if designated 
geographical zones were created. 


The proposed changes are aimed only at those export-oriented businesses that carry 

on limited processing where the cash-flow costs associated with the GST/HST are 
significant relative to the value added. The new measures would not apply to businesses 
that manufacture or produce goods, thereby adding significant value in the process. 

In such circumstances, the cash-flow costs resulting from the GST/HST on the goods 
either acquired domestically or imported are much less significant in relative terms.” 


EXAMPLE I: A good costs $100 to produce and bring to market. The cost (excluding soft costs) 
to produce the good up to the point of distribution is $50 worth of material and $35 labour. 

The distribution of the product (e.g., packing and shipping) costs $15. A manufacturer would be 
required to pay and finance $3.50 GST on material costs in the course of producing the good up 
to the point of distribution. In contrast, a distribution business that acquires the good or imports 
it on the manufacturer’s behalf would be required to pay and finance $5.95 based on the value 
of the material and labour costs up to the point of distribution (i.e., $85). 


> For businesses that are engaged in manufacturing and/or producing, programs such as the Duty Deferral 
Program and the Exporters of Processing Services Program may provide relief from any applicable duty 
and the GST/HST on imported goods provided the particular program conditions are satisfied. 
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Through the use of a certificate, a business will be able to import, tax-free, its own goods 
or those belonging to another person. It will also be able to purchase domestic goods 
tax-free by using a certificate. Tax relief would be available for the purchase of goods 
that are to be processed as well as goods (e.g., component parts) that are to be added or 
utilized in the course of the processing activity. 


Tax relief would not be available in respect of imports or purchases of capital property. 
Also, the certificate would not be available for domestic transactions valued at less than 
$1,000. Limiting the use of the certificate to transactions of at least $1,000 would reduce 
administrative complexities for domestic vendors and would normally only involve 
vendors having a significant business relationship with the certificate holder.’ Also, 
export distribution businesses would continue to pay GST/HST on any soft costs 

(e.g., rent, utilities, domestic transportation or professional services) acquired and 
consumed in Canada. However, as these businesses would be required to be registered for 
the purposes of the GST/HST in order to benefit from the proposed changes, they would 
be able to claim input tax credits for these GST/HST amounts in the normal fashion. 


Eligibility Requirements 
For the purposes of the proposed changes, eligible businesses would be those: 


= whose “export revenue” accounts for at least 90 per cent of their total revenue 
generated from activities in Canada; and 


m that add only limited value to goods. 


The export revenue threshold is intended to target the proposed changes at export- 
oriented businesses. For this reason, an export revenue test would apply such that at least 
90 per cent of the total revenue generated in Canada by a business must be generated 
from exports. The test would only apply with respect to revenue generated in Canada, 
since the inclusion of revenue generated outside Canada in determining whether or not 
the threshold has been exceeded would inappropriately exclude some businesses. 


The export revenue threshold would ensure that, to use the proposed changes, a business 
would only have limited sales in the domestic market and, therefore, would not enjoy a 
cash-flow advantage over other domestic suppliers by virtue of using their certificate to 
acquire or import goods tax-free. For the purposes of this test, “export revenue” would 
include revenue from the sale of goods to be exported as well as revenue from the 
provision of services in respect of other persons’ goods that are to be exported. 


It is also important to recognize with respect to the export revenue threshold that the cost 
to an export-oriented business of financing the GST/HST diminishes as domestic sales 
rise. This is due to the fact that the business is collecting GST/HST on their domestic 
sales and those amounts, which are held in trust by the business, are used to offset the 
GST/HST paid on either imported or domestically acquired goods. 


It is important to reiterate that there are significant potential risks associated with the widespread 
utilization of exemption certificates. As previously stated, this system typically results in tax being built 
into the cost of exports, and both vendors and tax authorities find it difficult to determine whether a sale 
should be tax-free or not. 
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As the proposed changes are intended to address situations where only limited value- 
added processing takes place in relation to turnover, eligible businesses would not be able 
to undertake the manufacturing or producing of goods. There would also be defined 
limits on value added. For those businesses that process their own goods before export, 
the limit would require that the direct labour content of the cost of the goods supplied by 
the business not exceed a prescribed percentage. * With respect to customers’ goods, a test 
would apply to ensure that the value of the services provided in respect of those goods 
does not exceed a prescribed percentage of the total value of those services plus the value 
of the goods when imported or transferred to the business. In both instances, these 
prescribed percentages would be determined after consultations with stakeholders on the 
proposal. 


Activities that can presently be undertaken in a customs bonded warehouse (CBW) would 
be specifically excluded from the value-added calculation. The rules with respect to the 
CBW Program allow a wide range of activities to be carried on, but these activities are 
subject to limitations. The exclusion of these activities that are presently allowed in a 
CBW reflect the fact that in certain situations, these activities, in and of themselves, 
could cause the defined limits on valued added to be exceeded easily. 


EXAMPLE 2: Company A, a distribution business, purchases screws in bulk. The service it 

provides to the manufacturer is to break down the bulk screws and package them in plastic 

containers, five per package. At present, such activity can be undertaken in a CBW. Where such 
activity takes place under the proposed changes for export distribution activity, the value added 
by virtue of the packaging of the material would likely exceed the defined limits of value added 
to goods. However, activities, such as breaking bulk packages, that are presently allowed under 
the CBW Program are excluded from the value-added calculation. 


Adjustments 


The export revenue test and the value-added test would be applied on an annual basis at 
the end of a business’s fiscal year. Where these tests are not satisfied, or there has been 
improper use of the certificate, the export distribution business would be required to 
make adjustments to its net tax for the first reporting period of the business following that 
fiscal year. This would ensure that no cash-flow benefits are realized by the business 
from having used the certificate when comparing its situation to other domestic vendors. 


+ The cost of the goods should be ascertained in keeping with acceptable methods of cost determination 
used in inventory valuation. 
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EXAMPLE 3: Company B meets the eligibility criteria for using the proposed changes and is 
authorized by the Minister of National Revenue to use a certificate in order to obtain tax relief 
on domestic acquisitions and imports. However, at the end of its fiscal year, upon calculating 
its export revenue percentage for the year, it is determined that only 85 per cent of its total 
revenue was from exports. This was due to a large, one-time order from a domestic purchaser. 
As a result, Company B is required to make an adjustment to its net tax. 


In certain circumstances, a business’s authorization to use the proposed changes would be 
automatically revoked. This would occur immediately after their fiscal year where: 


m the business manufactured or processed property during that year; 


m the percentage value added in respect of a business’s own property or that of 
a customer’s for that year exceeds the prescribed percentage; or 


m the business’s export revenue percentage for that year is less than 80 per cent. 


Administration 


An application for the authority to use a certificate under the proposed changes would be 
required in a prescribed form and manner. An application would have to be filed with the 
Minister of National Revenue, who would be required to verify the applicant’s eligibility 
to participate in the program prior to authorization. 


The authorization to use a certificate would be valid up to three years after the day on 
which the authorization became effective unless the authorization is revoked prior to 
that time. 


Where the three-year time period draws to an end, a qualifying business would be 
required to formally renew its authorization by submitting a request in writing to the 
Minister of National Revenue. 


In addition to the circumstances where automatic revocation occurs (see above), the 
Minister could revoke an authorization at any time throughout a fiscal year where: 
a the business fails to comply with any condition attached to the authorization; 


= it can reasonably be expected that the business would commence manufacturing 
or producing goods; 


= it can reasonably be expected that the business would fail the export revenue or 
value-added tests; or 


m the business requests that the authorization be revoked. 
Where the authorization for a business to use a certificate is revoked, effective on a 
particular day, the business would not be entitled to reacquire a certificate before: 


m the day that is two years after the particular day, if the authorization was revoked 
because the business failed to comply with the proposed conditions; or 


= in any other case, the first day of the second fiscal year of the business beginning 
after the particular day. 
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Coming Into Force Date 


Budget 2000 proposed that the measures described above come into force on January 1, 


2001. Consultations on specific aspects of the proposal, for example, to specified 
percentages for the value-added test, took place in the spring of 2000. 


IV. CONCLUSION 


The proposed changes in the GST/HST treatment of export distribution activity would 
alleviate the cash-flow burden faced by operators of qualifying distribution businesses 
as a result of their having to finance the GST/HST. As a result, the targeted changes 
are designed in such a manner as to remove any unintended costs that would preclude 
Canada as a location for North American distribution without threatening the 
effectiveness of the multi-stage GST/HST. 


The proposed changes, in conjunction with the other programs currently available for 
imports and exports, support an overall objective of the GST/HST in relieving tax from 
exported goods and services. Moreover, unlike tax-free zones and foreign trade zones, 
which restrict the benefits only to those companies situated within a particular 
geographical area, the benefits of the proposed changes and existing programs apply 

to eligible businesses regardless of where they are located in Canada. 


93 


APPENDIX: Relevant Current GST/HST Rules 
for Exporters 


The federal government recognizes the cash-flow burden often faced by export-oriented 
businesses and in the past has introduced programs to alleviate these associated financing 
costs. However, these programs are targeted towards certain types of activities. In 
particular, they do not allow for even limited processing of one’s own goods prior to 
export — activities that typically take place in distribution businesses. 


The programs that currently exist to provide GST/HST relief to exporters are briefly 
discussed below. 


Exporters of Processing Services Program 


The Exporters of Processing Services (EOPS) Program allows the tax-free importation 

of goods that continue to be owned by an unrelated non-resident, for the purpose of 
processing the goods in Canada and then re-exporting them. The EOPS Program has been 
designed to ensure that Canadian service providers can compete with non-Canadian 
service providers in world markets. 


The EOPS Program has limited application in the context of distribution-business type 
activity. First, the program is targeted to service providers. Consequently, it does not 
apply when the service provider owns the goods. Second, all of the goods on which 
services are performed must be exported, which precludes any supplies to the Canadian 
market whatsoever. Finally, the resident service provider who is authorized to participate 
in the EOPS Program receives tax relief only on imports, as the program is export-service 
oriented. This precludes Canadian goods purchased by the non-resident from being 
serviced on a tax-free basis. 


Adapting the EOPS Program to apply to distribution-business type activity would be 
problematic due to the broad range of services that it covers. In particular, removing 
the criterion that the service provider not own the goods being processed, and providing 
for tax-free acquisition of domestic products, would significantly erode the general 
application of the multi-stage tax, leading to added complexity for many domestic 
suppliers, and creating administrative difficulties in controlling tax-free purchases 

in the domestic economy. 


Customs Bonded Warehouse 


The CBW Program defers payment of taxes and duties until goods enter into the 
Canadian economy or are exported. Where the goods are exported, never having entered 
into the Canadian economy, no taxes or duties are payable. The CBW Program is 
effective in providing tax and duty relief where goods are transiting Canada, and no 
processing 1s required. 
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The program rules allow a wide range of activities to be carried on in a CBW. There are, 
however, limitations, namely that the goods in the warehouse should not be manipulated, 
altered or combined with other goods except in limited circumstances such as inspecting, 
labelling, storing, packaging or testing. 


The CBW Program could be used for certain distribution-centre type activities. However 
a number of issues arise. First, a business operating in a CBW can carry on only clearly 
defined limited processing activities with respect to goods. This does not reflect the 
nature of modern distribution centre activities, where goods are often customized to 
reflect particular markets or to meet a purchaser’s specific requirements. Second, the 
CBW Program allows goods to leave the CBW either for export or to enter the domestic 
economy. Finally, a warehouse authorized under the CBW Program cannot acquire goods 
domestically free of tax; relief applies only to imports. 


Expanding this program to distribution-business type activity would have negative 
implications. As this program provides tax relief only in respect of imported goods, it 
would create a bias towards importation versus domestically acquired goods. Further, 
the CBW Program is very broad in its application and can be used not only by export- 
oriented businesses, but also businesses supplying to the domestic market. Also, if minor 
processing were allowed under the CBW Program, an unfair distortion would be created 
against purely domestic suppliers such that they may face cash-flow costs on domestic 
and imported inputs that a CBW would not. In addition, domestic suppliers of inputs 

to businesses operating in a CBW would be disadvantaged compared to non-resident 
competitors, who would not be required to charge and collect the GST/HST when 
shipping into a CBW situated in Canada. 


Export Trading House 


The Export Trading House (ETH) Program relieves GST/HST on domestic goods 
purchased for resale by businesses that are exporters. This program is the domestic 
counterpart of the CBW Program with respect to GST/HST relief. However, the goods 
cannot be further processed in any manner, except to the extent reasonably necessary 
or incidental to their transportation. 


Two issues arise when applying the ETH Program to distribution-business type activity. 
First, in order to limit the effects of the program on the general application of the tax, 
no processing is permitted. As a distribution business must have the ability to customize 
goods in response to a particular market or to meet a purchaser’s specific requirements, 
the ETH Program is not suitable. Second, GST/HST relief is provided only with respect 
to domestically-acquired goods and does not apply to taxes payable on imports. 


This program is of little assistance to distribution businesses that frequently import goods 


on behalf of non-resident businesses, warehouse them and ultimately deliver them to 
the final purchaser. 


> A complete list of acceptable activities can be found in section 3 of Part I of the Customs Bonded 
Warehouses Regulations. 
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Other GST/HST Mechanisms 


A number of other legislative mechanisms exist to provide GST/HST relief in the import 
and export areas. However, these provisions are limited in application and are designed 
to apply to particular types of common business practices. 


The Drop Shipment Rules allow sales to non-residents of goods bound for export and of 
services performed on those goods to be made on a tax-free basis, provided that the goods 
remain in the possession of Canadian service providers before export. The Drop 
Shipment Rules essentially facilitate the transfer of goods owned by non-residents 
between Canadian processors. It does not provide the type of relief suitable for the 
distribution business sector. 


The Non-Taxable Importations Program permits tax-free importation of goods for the 
purpose of repair, maintenance or overhaul. This program is not open to Canadian 
suppliers who also supply property (e.g., components) with the service. Additionally, 
the Non-Taxable Importations Program is restricted to certain types of services 

(e.g., it clearly excludes distribution type activity). 
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PREFACE 


As announced in 2000, the Tax Expenditures report is now separated into two documents. 
This document, Tax Expenditures and Evaluations, is being published on an annual basis. 
It provides estimates and projections for broadly defined tax expenditures as well as 
descriptive papers on tax expenditures. 


This year's edition includes a paper entitled “Present-Value Tax Expenditure Estimates of 
Tax Assistance for Retirement Savings.” This analysis was prepared in response to a 
request from the Auditor General for alternative estimates that would show the lifetime 
cost to the government of contributions made in a given year to tax-assisted retirement 
savings (TARS) plans. In contrast, the tax expenditure estimates for TARS plans 
published in previous editions of this document are measured on a cash-flow basis. These 
estimates capture the loss of tax revenue in a given year associated with contributions and 
withdrawals in that year as well as foregone tax revenue on accumulated investment 
income on all past contributions. The two sets of estimates provide complementary 
information and both will be presented in this document, starting with this edition. 


The companion document, Tax Expenditures: Notes to the Estimates/Projections, was 
published last year. It should be used as a reference document by readers who wish to 
know more about how the tax expenditures/projections are calculated or by readers who 
seek information on the objectives and descriptions of particular tax expenditures. 

New tax expenditures are described in the relevant section of this document. 
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Part 1 


TAX EXPENDITURES: 
ESTIMATES AND PROJECTIONS 


amor i sal ce Recent 


ESTIMATES AND PROJECTIONS OF TAX EXPENDITURES 


While there is agreement on the conceptual definition of tax expenditures, there is no 
widely accepted operational methodology for estimating them. A range of methodologies 
exists internationally, some restrictive, others very broad. The broadest of the available 
options is to estimate tax expenditures as all deviations from a benchmark tax system. 
Typically, these deviations take the form of exemptions, deductions, rate reductions, 
rebates, credits, deferrals and carry-overs. 


The approach used in this document is to provide as much information as possible to the 
reader by reporting any deviation from a very basic benchmark system. This allows the 
reader to decide whether or not a particular item qualifies as a tax expenditure. These 
deviations from the tax system are reported in two parts: one includes a list of all items 
that could be considered tax expenditures under a very broad definition; all other 
deviations from the benchmark tax system are reported as memorandum items. 


Caveats 


Care must be taken in interpreting the estimates and projections of tax expenditures in 
the tables for the following reasons. 


» Tax expenditures are values of tax revenues forgone to achieve a variety of economic 
and social objectives. Whether or not the magnitudes of tax expenditures are 
appropriate depends upon an evaluation of the underlying social and economic 
policies. The values reported in the tables provide no information to permit such 
an evaluation. 


= Thecost of each tax measure is estimated separately, assuming that all other tax 
provisions remain unchanged. Many of the tax expenditures do, however, interact 
with each other, so the impact of several tax provisions at once cannot generally be 
calculated by adding up the estimates for each provision. 


» The estimates assume all other factors remain unchanged (i.e., there is no allowance 
for behavioural changes, consequential government policy changes or changes in 
aggregate economic activity in response to the change in the tax expenditure). 


» In addition to these considerations, the projections are subject to forecast error and 
are “best efforts” that have the same degree of reliability as the variables that 
explain them. 


= The federal and provincial income tax systems interact with each other to various 
degrees. As a result, changes to tax expenditures in the federal system may have 
consequences for provincial tax revenues. In this publication, however, any such 
provincial effects are not taken into account — that is, the tax expenditure estimates 
address strictly the federal tax system. 


= Inthe case of the harmonized sales tax in effect in Nova Scotia, New Brunswick, 
and Newfoundland and Labrador, only the federal cost of the tax expenditures 
is reported. 
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It should also be noted that, on occasion, the estimated or projected change in the value 
of a tax expenditure in this report does not coincide with the fiscal impact of a measure 
estimated in the budget. For example, this report shows that the cost of the partial 
inclusion rate for capital gains increased by $1 billion between 2000 and 2001. This 
increase is due to the reduction in the inclusion rate from three-quarters to two-thirds 
announced in the 2000 budget and the subsequent reduction to 50 per cent announced in 
the October 2000 Economic Statement and Budget Update. However, the economic 
statement estimated that together these two changes would cost only $300 million more 
for that same period. For a defined set of transactions, the reductions in the capital gains 
inclusion rate raise tax expenditures and lower budgetary revenues by the same amount. 
But the lower inclusion rate is expected to induce additional realizations, which increases 
both revenue and the tax expenditure. In other words, the rate reduction and the 
additional realizations have offsetting impacts on budgetary revenues (estimated in the 
budget) while they both raise the tax expenditure estimate (reported in this document). 


A second example is the change in the partial exemption of scholarship, fellowship and 
bursary income that was also announced in the 2000 budget. The cost of this change was 
estimated at $30 million for the 2000 tax year. In contrast, the associated tax expenditure 
provided in this document shows an increase of only $21 million in 2000 compared to the 
previous year (to $27 million from $6 million). In this case, the apparent disparity is 
largely a matter of presentation. The total cost of this measure shown in the budget is 
spread over two or more categories in the Tax Expenditures report. The 2000 budget 
estimate of $30 million consists of the additional $21 million that will be claimed by 
students and a further $9 million that will either be carried forward or transferred to 
parents and claimed by them. These amounts are shown separately in the Tax 
Expenditures report. 


WHAT’S NEW IN THE 2001 REPORT 


The October 2000 Economic Statement and Budget Update, as well as other 
announcements during the past year, made a number of changes which affect the value of 
tax expenditures. Of particular note are the changes in both personal and corporate tax 
rates that determine the benchmark against which tax expenditures are measured. These 
rate changes, therefore, affect a large number of tax expenditures. A tax-rate reduction 
lowers the value of tax expenditures in the year the change is introduced but this is 
generally followed by growth in their value over time in line with increases in the size of 
incomes. These changes, together with others that affect specific tax expenditures, are 
described below. 
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Personal Income Tax 


Reduction of personal income tax rates effective January 1, 2001 


The 17-per-cent rate was reduced to 16 per cent. 


The 24-per-cent middle tax rate — reduced from 26 per cent in the 2000 budget — was 
reduced further to 22 per cent. 


The 29-per-cent top tax rate was reduced to 26 per cent on incomes between about 
$60,000 and $100,000. 


The top tax rate of 29 per cent applies to incomes in excess of $100,000. 


The deficit-reduction surtax was eliminated. 


Increased assistance for those who need it most 


Effective July 2001, the Canada Child Tax Benefit for low- and middle-income 
Canadians increased by an additional $100 per child over the $200-per-child increase 
in the 2000 budget. Combined with indexation, these increases will bring the 
maximum benefits for the first child to more than $2,500 by 2004. 


Effective January 2001, the disability tax credit amount was raised to $6,000 from 
$4,293. 


Effective January 2001, the credit amount for caregivers of dependent relatives who 
are elderly, infirm or disabled was raised to $3,500 from $2,386. 


Enhancement of measures to reward entrepreneurship and innovation 


The capital gains inclusion rate reduced from three-quarters to two-thirds on 
February 28, 2000 — was cut further to one-half on October 18, 2000. Consistent with 
this change, the deduction for employee stock options was increased from one-third 
to one-half. 


Tax-free rollovers were expanded and made available to more businesses. The size of 
eligible investment increased to $2 million from $500,000 and the size of businesses 
eligible for the rollover increased to $50 million in assets from $10 million. 


Increased assistance to students 


Effective January 1, 2001, the education amount on which the education credit is 
based doubled from $200 to $400 per month for eligible full-time students and from 
$60 to $120 per month for eligible part-time students. 


New measures to encourage growth and job creation 


Effective January 1, 2001, self-employed individuals may deduct the portion of 
Canada Pension Plan (CPP) and Quebec Pension Plan (QPP) contributions that 
represents the employer’s share (measure described in detail below). 


A temporary investment tax credit is provided at a rate of 15 per cent for specified 
mineral exploration expenses incurred in Canada pursuant to a flow-through share 
agreement. The flow-through share investor will be able to use this tax credit to 
reduce federal tax otherwise payable on eligible expenses incurred prior to 2004 
(measure described in detail below). 


Political contribution tax credit 


For 2000 and subsequent years, the political contribution tax credit is earned at a rate 
of 75 per cent on the first $200 contributed (previously $100), 50 per cent on the next 
$350 (previously $450) and 33 1/3 per cent on the next $525 (previously $600). The 
maximum credit is $500 and is available when the taxpayer has contributed $1,075. 


Business Income Tax 


Legislated timetable for rate reductions 


The October 2000 Economic Statement and Budget Update set out a timetable for 
fulfilling the government’s commitment to reduce, by 2004, the federal corporate 
income tax on business income not currently eligible for special tax treatment, from 
28 to 21 per cent.’ Specifically, the federal corporate income tax rate, which was 
reduced by one percentage point from 28 to 27 per cent, effective January 1, 2001, as 
part of the February 2000 budget, will be further reduced by two points for each of 
the next three years to 21 per cent in 2004. 


Reduced capital gains inclusion rate 


The capital gains inclusion rate — reduced from three-quarters to two-thirds on 
February 28, 2000 — was cut further to one-half on October 18, 2000. 


' This lower rate does not apply to mutual fund corporations, mortgage investment corporations, 
investment corporations, small business and Canadian manufacturing and processing income, and 
investment income that benefits from refundable tax provisions. Nor does the reduction apply to income 
from non-renewable natural resource activities. The government is consulting on options to extend the 
lower income tax rate to the resource sector while at the same time improving the tax structure. 
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Political contribution tax credit 


» For 2000 and subsequent years, the political contribution tax credit is earned at a 
rate of 75 per cent on the first $200 contributed (previously $100), 50 per cent on 
the next $350 (previously $450) and 33 1/3 per cent on the next $525 (previously 
$600). The maximum credit is $500 and is available when the corporation has’ 
contributed $1,075. 


Non-deductibility of advertising expenses in foreign media 


=» Pursuant to the Canada-U.S. agreement of June 3, 1999, expenses for advertisements 
published in issues of periodicals after May 2000 that contain at least 80 per cent 
original editorial content are fully deductible, and advertising expenses in other 
periodicals are 50 per cent deductible. Previously, the deduction of such advertising 
expenses was precluded to the extent that the expenses were incurred for 
advertisements directed at the Canadian market in periodicals that did not meet 
certain Canadian ownership criteria. 


Surtax on the profits of tobacco manufacturers 


=» Tobacco manufacturers are subject to a special surtax on their profits. The surtax rate 
has been increased from 40 per cent to 50 per cent of the Part I tax on profits from 
tobacco manufacturing, effective April 6, 2001. 


DESCRIPTION OF NEW TAX EXPENDITURES 


Two tax provisions have been introduced since the companion document, Tax 
Expenditures: Notes to the Estimates/Projections, was last published. They are: 


Employment 
Canada and Quebec pension plan deduction for the self-employed 


Objective: This measure ensures that self-employed individuals are not disadvantaged 
relative to an owner-operator who is also an employee of the corporation. (Economic 
Statement and Budget Update, October 2000) 


Under the Canada Pension Plan and Quebec Pension Plan (C/QPP), self-employed 
individuals are required to pay both the employer and employee portions of C/QPP 
contributions. As of January i, 2001, self-employed individuals are permitted to deduct 
the portion of C/QPP contributions that represents the employer’s share. 


Small Business 


Federal tax credit for flow-through share investors 


Objective: To promote mineral exploration activity, particularly in rural communities 


across Canada that depend on mining. (Economic Statement and Budget Update, 
October 2000) 


This temporary investment tax credit is available to individuals (other than trusts) at a 
rate of 15 per cent of specified surface “grass root” mineral exploration expenses 
incurred in Canada pursuant to a flow-through share agreement. The flow-through share 
investor will then be able to use this tax credit to reduce federal tax otherwise payable. 
This new credit will apply to specified expenses incurred by an individual pursuant to a 
flow-through share agreement made after October 17, 2000, in respect of expenses 
incurred by the corporation after that day and before 2004. This non-refundable credit 
will reduce the cumulative Canadian exploration expense pool for years following the 
year in which it is claimed. 
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THE TAX EXPENDITURES 


Tables | to 3 provide tax expenditure values for personal income tax, corporate income 
tax and the goods and services tax (GST/HST) for the years 1996 to 2003. 


Estimates and projections are developed using the methodology set out in Chapter | of 
the companion document, Tax Expenditures: Notes to the Estimates/Projections.” In this 
case, however, the economic variables used to develop the projections are based on the 
private sector average forecast presented in the May 2001 Economic Update. 


Personal income tax expenditures are grouped according to functional categories. This 
grouping is provided solely for presentational purposes and is not intended to reflect 
underlying policy considerations. 


All estimates are reported in millions of dollars. The letter “S” indicates that the cost is 
less than $2.5 million while “n.a.” signifies that data are not available. The inclusion in 
the report of items for which estimates are not available is warranted given that the report 
is designed to provide information on the type of assistance delivered through the tax 
system even if it is not always possible to provide a quantitative estimate. 


Work is continuing to obtain quantitative estimates where possible. For example, in the 
past, data were not available on the tax expenditure provided to registered charities and 
non-profit organizations (NPOs), since they did not file a tax return. However, NPOs 
have been required since January 1, 1993, to submit information returns to the Canada 
Customs and Revenue Agency (CCRA) if their income exceeds $10,000 or their assets 
exceed $200,000. With a number of years of data from the NPO returns now available, it 
has become possible to produce a tax expenditure estimate for NPOs for the first time. 
As this is not the case for registered charities, the heading “Non-Taxation of Registered 
Charities and Other Non-Profit Organizations” has now been broken down in the 2001 
publication. 


A further example is Oil Sands Tax Expenditures. A more detailed examination of this 
subject has been undertaken and is available in working paper 2001-17, “Oil Sands Tax 
Expenditures,” on the Department of Finance Web site.’ The results in this study 
supplement the analysis reported on pages 75-81 in the 2000 Tax Expenditures: Notes to 
the Estimates/Projections document. 


? Available on the Department of Finance Web site at http://www.fin.gc.ca. 


> Department of Finance Web site: http://www.fin.gc.ca/activty/wp-dt/2001-17e.html. 
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PRESENT- VALUE TAX EXPENDITURE ESTIMATES 
OF TAX ASSISTANCE FOR RETIREMENT SAVINGS 
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1. INTRODUCTION 


The Department of Finance Canada currently publishes annual estimates of the tax 
expenditure associated with tax-assisted retirement savings (TARS) programs. However, 
the Auditor General of Canada has asked the Department to develop an alternative set of 
estimates that present the net-present-value tax expenditure of contributions made to 
TARS programs in a given year. This paper first describes the methodology used for 
measuring the present-value tax expenditure for TARS programs and then provides 
estimates and projections for the period 1996 to 2003. 


Background 


Canada provides three tax-assisted programs for retirement savings: registered pension 
plans (RPPs), registered retirement savings plans (RRSPs) and deferred profit-sharing 
plans (DPSPs). 


These programs benefit individuals in two ways. First, individuals receive a tax deferral 
on the amount they contribute to a tax-assisted plan. Second, any investment income 
earned on a contribution accrues tax-free. However, individuals have to pay taxes on 
both contributions and associated investment income when they withdraw funds from 

a tax-assisted plan. 


For the Government, these programs have costs in terms of forgone revenue. As Figure | 
illustrates, for a given contribution, there is the tax forgone when the contribution is made 
(since it is deductible from total income). In addition, the Government forgoes the taxes 
that it would have received in the future on the investment income if the investment had 
been made in a non-tax-assisted vehicle. However, these costs are offset in part by the 
taxes the Government will receive in the future when withdrawals are made. 


Figure | 
Lifetime Revenue Cost of a Contribution 


TAX FORGONE TAX FORGONE ON TAX COLLECTED ON 
BECAUSE OF as INVESTMENT INCOME 7 WITHDRAWALS 


DEDUCTION ON (NON-TAX ASSISTED BASE) 
CONTRIBUTION 
<< PRESENT —> -———_—— FUTURE —_— > 


Alternative Methods of Measuring the Tax Expenditure 


Since there is a tax deferral component in TARS programs, there has been some debate 
over the appropriate method to measure the tax expenditure. 
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The Cash-Flow Method 


Currently the Government uses a cash-flow method, which answers the following 
question: If the TARS program were removed today, what would be the estimated 
revenue impact in the current year? The estimated tax expenditure is arrived at in three 
steps. First, the Government calculates the value of all the deductions for contributions 
made in the current year. Second, it imputes the taxes that would have been paid on the 
investment income earned in TARS plans in the current year and adds that to the cost of 
the deductions. Third, it deducts from this total the taxes paid on the withdrawals from 
TARS plans in the current year. 


While this method answers the question posed above, it has shortcomings in respect of a 
number of important issues. In particular, the size of the estimate depends directly on the 
maturity of the retirement savings system and the relative sizes of the working and retired 
populations. For example, in the early years of a pension system, contributions tend to be 
high relative to benefit payouts, whereas under a mature system total payouts will usually 
exceed total contributions. The estimate is also affected by demographic conditions. 
Currently, contributions are high relative to benefits because the baby boom generation is 
in its peak contribution years. Thus, for these two reasons, one could argue that the 
cash-flow estimates overstate the cost of providing tax assistance. The tax expenditure 
implied by these estimates may be expected to decline in the future as the pension system 
matures and members of the baby boom generation begin to draw down their savings. 


The Present-Value Method 


Another way of measuring the tax expenditure associated with TARS programs is to 
answer the question: What is the lifetime cost of all contributions made in a given year?’ 
The present-value method answers a different question than the one answered by the 
cash-flow method and thus the estimates from the two methods are not directly 
comparable. The present-value method considers the net revenue forgone in today’s 
dollars because of contributions made in a year. That is, it adds together the cost of the 
deduction incurred today for those contributions and the discounted cost of the non- 
taxation of the accrued investment income earned on those contributions, and then it 
subtracts the discounted revenue stream received when the contributions and the 
investment income are withdrawn. 


This present-value method does not take into account the revenue forgone on past 
contributions. However, unlike the cash-flow method, it is not affected by demographic 
conditions or the maturity of the pension system. The present-value and cash-flow 
methods will not produce the same result under any demographic conditions. 


_ 


The present-value approach was first put forward by Samuel Rae. However, unlike the estimates 

in this paper, which are for the lifetime cost of one year’s contributions, Rae was proposing a 

means to estimate an annual tax expenditure of all past and present contributions to RRSPs. 

See Samuel A. Rae, Jr., “Registered Retirement Savings Plans as a Tax Expenditure,” Canadian Tax 
Journal, 28(4) (1980), pp. 459-464. 
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2. THEORETICAL DEVELOPMENT OF 
THE PRESENT- VALUE METHOD’ 


The present-value tax expenditure, P, of a contribution made at age M and withdrawn at 
age N is estimated using the following formula: 


j-1 
| [ [li+ia-z, ew Pt 
=M +1 (1+i) t 
P =Ct, +C[l-t, +u) oS ialict vee ie. 2 TR) SIs 1 
| : Id thee Sa (1+ p)"™ ee 


where C is the contribution, t is the marginal tax rate, u is the average provincial tax rate 
(expressed as a percentage of federal taxes for convenience), i is the nominal rate of 
return, (is the discount rate, and j and k are periods during which the contribution earns 
investment income. Note that P and C represent averages for a cohort of individuals of 
the same age. The first term in equation (1) is the tax forgone on the contribution, the 
second term represents the revenue that would have been collected on the investment 
income, and the last term is the revenue that is collected when the contribution and all 
investment income are withdrawn.’ We assume that marginal tax rates vary with age. 
We also assume that any non-sheltered income is taxed as interest income. Later in the 
paper we relax the latter assumption. 


We illustrate the calculation with the simple example shown in Table 1. Suppose that an 
individual makes a $100 contribution to a tax-assisted plan at age 50 and withdraws the 
$100 and any interest at age 55. To simplify matters, assume that the federal marginal tax 
rate is constant through time (that is, ty=t;=ty) and equal to 25 per cent, that provincial 
taxes are 50 per cent of federal taxes, and that both the rate of return and the discount rate 
are equal to 6.4 per cent (we develop this rate later in the paper). 


The top section of the table indicates what happens in a tax-assisted environment. The 
after-tax cost of the $100 contribution is $62.50, because the federal government provides 
a deduction worth $25 on the contribution while the provincial government forgoes an 
additional $12.50 in tax revenue. The $100 grows until the end of year five, when the 
entire amount is withdrawn, resulting in federal taxes of $34.09 and provincial taxes 

of $17.05. 


The next section indicates what happens in a non-tax-assisted environment. The 
individual first has to pay $25 dollars in federal taxes and $12.50 in provincial taxes 
on the $100 of income available to be saved, meaning that only $62.50 is invested.” 


Nm 


An alternative approach to estimating the present-value tax expenditure is described in the Appendix. 


> Note that in the first year after the investment is made (M+1), the product operator will be equal to | 
since k> j-l. 


+ Note that the after-tax cost to the individual is the same under both the tax-assisted and non-tax-assisted 
environments. 
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At the end of each year, the individual pays tax on the interest, but nothing on the 
withdrawal itself. 


Table | 
Calculation of Present-Value Tax Expenditure 


Amounts ($) 


Contribution Year Withdrawal 
(Year 1) l 2, 3 4 5 (Year 5) 
TARS Gross balance 62.50 106.40 113.21 120.46 128.16 136.37 136.37 
investment Fed. tax paid (A) -25.00 34.09 
Prov. tax paid (C) -12.50 17.05 
Net balance 100.00 106.40 113.21 120.46 128.16 136.37 85.23 
Non-TARS Gross balance 62.50.,)66,50 | .69.16..,..:/1.93..) 74.80 5), (2-80 
investment Fed. tax paid (B) 1.00 1.04 1.08 1 2 Wa 
Prov. tax paid (D) 0.50 0.52 0.54 0.56 0.58 
Net balance 62.50 65:00" ‘67.60 °70.30 “73.12> 96.04 
Total 
Federal tax loss present- 
(Tax paid B - Tax paid A) 25.00 1.00 1.04 1.08 re 1.17 -34.09 value cost 
Federal present-value 
tax cost 25.00 0.94 0.92 0.90 0.88 0.86 -25.00 4.49 
Provincial tax loss 
(Tax paid D - Tax paid C) 12.50 0.50 0.52 0.54 0.56 0.58 -17.05 
Provincial present-value 
tax cost 12.50 0.47 0.46 0.45 0.44 0.43 -12.50 2.25 
Total federal and provincial present-value cost: 6.74 


The third and fourth sections of Table 1 show the tax cost to the federal government on a 
current- and present-value basis. In this example, the federal tax expenditure on a $100 
contribution is $4.49 or $0.04 per dollar. The remainder of the table shows the tax 
expenditure for the province and the total for both levels of government. Notice that 
because the rate of return on the investment and the discount rate are equal, the revenue 
received from the future withdrawal exactly compensates for the tax lost on the 
contribution today. If the discount rate were less than the rate of return, the tax on the 
withdrawal would have a higher present value, leading to a ower tax expenditure. 


These observations can also be seen by comparing the first and last terms in equation (1). 
When ty, = ty and i=, that is, when the tax rates applicable to contributions and 
withdrawals are the same and when the interest rate and the discount rate are also equal, 
the terms cancel each other. As ¢ decreases, the last term in equation (1) increases, but 
because this term is subtracted, the present value of the tax expenditure falls. 


Table 2 illustrates how the tax expenditure varies with the length of time the contribution 
remains in the tax-assisted plan, N-M, using our simple example. The longer the period, 
the larger the tax expenditure. 


Table 2 


Change in Present- Value Tax Expenditure Over Time 
Federal present-value tax expenditure 


N-M (per dollar of contribution) 
(years) ($) 

5 0.04 

10 0.08 

20 0.15 

30 0.21 

40 0.25 


Now we add a further dimension to the analysis. Because payouts from retirement savings 
plans are normally received in a stream of payments over the retirement period, it is 
necessary to allow for more than a single payout at age N. Therefore, the present-value tax 
expenditure of a given contribution will be the sum of several calculations of the type 
made in equation (1). For example, a $1 contribution is made at age 50, but 10 cents (plus 
the associated interest) is withdrawn every year for 10 years. More generally, there will be 
a distribution of withdrawals over time. In our model, we assume that the maximum age 
that a person can withdraw funds from a tax-assisted plan is 99. Algebraically, the 
calculation of the tax expenditure is as follows: 


Co Diary 

N=M +1 (2) 
eae = 
N 


where Q is the tax expenditure for a contribution that is withdrawn over several periods, 
ay is the proportion of the contribution made at age M that is paid out at age N, and Py is 
the present-value cost of contributions made at age M and withdrawn at age N, as 
calculated in equation (1). We discuss how we calculate the factor ay in the next section. 


The last step is to aggregate the individual results. This is accomplished by weighting the 
results from equation (2) (Q)) by the proportion of total contributions made in the year by 
individuals of different ages, c;: 


M* 
PVE =) 2,0. 
Mo (3) 


»6 sd 
l 


where M, and M* are the lowest and highest ages at which contributions can be made. 


3. APPLYING THE PRESENT-VALUE METHOD 


In calculating the present-value tax expenditure estimate, this paper follows the 
assumptions made in recent Tax Expenditures and Evaluations reports. First, the 
estimates are based on a broadly defined benchmark tax system, which uses nominal 
income as the tax base rather than real income. Second, the estimates are made assuming 
that there would be no change in savings or in the timing of withdrawals if the tax 
expenditure were removed. In other words, it is assumed that there is no 

behavioural change. 


Although estimates are presented separately for RPP and RRSP programs” under 

the cash-flow method, we calculate only one estimate for these two programs under 
the present-value method. This is because the longitudinal tax return data we use in 
the development of the estimates does not separate RPP income from RRSP income. 


We require several pieces of information to calculate the present-value tax expenditure. 
First, we need information on the marginal tax rates on contributions and withdrawals. 


Second, since there is a tax deferral on contributions made to a tax-assisted plan, we need 
to know how long a given contribution remains in such a plan (recall the factor a, from 
equation (2) in the previous section). Therefore, a distribution by age of how the 
contribution is withdrawn from the plan over an individual’s remaining lifetime 

is required. 


Third, since the tax treatment of various forms of investment income varies, we need to 
know the investment portfolio of individuals in the absence of a TARS program. For 
example, capital gains and dividends are taxed at a lower rate than interest income. 


Finally, we must make assumptions about the rate of return on contributions and the 
discount rate. The model assumes that both the rate of return and the discount rate 
are constant. 


We provide further details below about how these pieces of information were obtained 
and what assumptions were made. 


> Data on DPSPs are not available. 
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Calculating Federal Marginal Tax Rates 


The T1 model has been used to generate average federal marginal tax rates by age and sex 
for both contributions and withdrawals at five-year age intervals. The tax rates used for 
1998 are shown in Table 3, which indicates that the marginal tax rates on withdrawals are 
less than the rates on contributions.° These rates are consistent with those used to 
calculate the cash-flow estimate. Based on estimates of provincial tax revenues as a 
percentage of federal tax revenues, we assume that the provincial marginal tax rates are 
just over half of the federal tax rate. 


Table 3 
Contributions Withdrawals 
Age Males Females Males Females 
(%) 

19 17.4 16.9 Ja 10.8 
20 - 24 1A 19.3 17.8 14.6 
25 - 29 25.4 23.8 22.8 20.9 
30 - 34 27.4 25.2 Zs on 
35 - 39 28.2 25.9 24.9 ip a | 
40 - 44 28.3 Zone faa: Die 
45 - 49 218 Ove 24.3 Zo 
50 - 54 27.6 24.7 253 19.6 
55 - 59 Pb 24.2 L235 19.0 
60 - 64 . 26.7 23.5 pid: 18.4 
65 - 69 29.3 Pe ES fae 18.6 
70 - 74 22.6 19.4 2.6 19.0 
75 - 79 29.3 19.4 21.4 19.2 
80 - 84 19.4 18.3 
85 - 89 16.7 15.8 
90 - 99 15.2 11.7 
Weighted average PS fhe: 25.0 aio 18.9 


The rates presented in Table 3 reflect the benefit reduction rates on federal income-tested 
programs that are part of the tax system, such as the Canada Child Tax Benefit, the goods 
and services tax credit, and Old Age Security repayments. A case could be made that the 
benefit reduction rates for the Guaranteed Income Supplement (GIS) should also be taken 
into account in the marginal tax rates, even though the GIS is not linked directly to the tax 
system. If the GIS benefit reduction rates were reflected in the marginal tax rates shown 
in Table 3, then the tax expenditure estimates under the present-value and cash-flow 
methods would be reduced. We are reviewing whether GIS effects should be taken into 
account when calculating TARS tax expenditures. 


© The overall weighted average shown in Table 3 is based on the distributions of contributions 
and withdrawals. 
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Developing the Withdrawal Distribution 


The empirical approach to develop the withdrawal distribution has four stages. First, an 
average RPP/RRSP income profile for a typical individual as he or she ages from 19 to 99 
is derived using longitudinal tax return data.’ Second, this profile is then modified to take 
into account the lifespan of the population as a whole. The third stage discounts the 
modified income distribution in order to obtain the withdrawal profile of contributions 
rather than a withdrawal profile of both contributions and investment income. The fourth 
stage adjusts this profile for individuals who are older than 19. 


The first stage begins with longitudinal tax return data for the years 1985 to 1997.8 
Individuals are grouped by their age in 1985. Therefore, for each age level, there are 

13 observations representing the total RPP/RRSP withdrawal made in each year from 
1985 to 1997. For each observation, an age is assigned based on the 1985 age for that 
group of individuals. For instance, someone who was 20 in 1985 would be 21 in 1986 
and 32 in 1997. This process is repeated for each age level in 1985. Therefore, for most 
age levels, there are multiple observations of income withdrawn from RPPs and RRSPs. 
The dollar values of RPP/RRSP income are converted into constant 1992 dollars. These 
observations are plotted on an X-Y graph with age on the X-axis and income on the 
Y-axis (Figure 2). An average of the income amounts for each age level is used to 
generate a lifetime RPP/RRSP income distribution for a typical individual (also shown in 
Figure 2). The average value for each age is then divided by the sum of all average values 
to obtain a percentage distribution. This distribution represents the withdrawal 
distribution for a 19-year-old individual who will live until 99 years of age. 


Figure 2 


Average RPP/RRSP Income (in Constant 1992 Dollars) 
Based on Longitudinal Tax Return Data, 1985-1997 


12,000 
| i546 


10,000 


RPP/RRSP ($) 


* Cohort Averages, Different Years ——Average Withdrawal Distribution 


’ As noted earlier, we assume that all contributions are taxed by age 99. 


® The longitudinal data file has information on RPP/RRSP withdrawals only for the 1985-1997 period. 
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This distribution should be adjusted to take into account the probability that the 
individual will die before reaching the age of 99. Therefore, in the second stage, survival 
rates are calculated using mortality rates from Statistics Canada’s Vital Statistics 
Compendium.’ These survival rates are then modified to account for survivor benefits.'” 


The percentage distribution is then multiplied by the survival rates and adjusted so that 
the final withdrawal distribution adds to 100 per cent. We compare these adjusted 
distributions in Figure 3. These adjusted distributions indicate that 15 per cent of 
withdrawals are made before age 60, 65 per cent are made between ages 60 and 79, and 
20 per cent are made at ages 80 and up. 


Figure 3 
Distribution of RPP/RRSP Income 
Before and After Adjustment for Survival Rates 
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° Statistics Canada, Cat. No. 84-214, 1996. The survival rate is equal to 1 minus the mortality rate 
(expressed as a per cent). The probability of survival to a given age is the product of all previous survival 
rates. Survival rates are calculated separately for males and females. We also investigated the effect of 
higher-income individuals living longer. Based on 1991 data from Statistics Canada, we found that even 
though high-income people lived longer, the net effect on our preferred tax expenditure estimate was only 
0.2 per cent. 


10 The survivor benefit is assumed to be 50 per cent of the contributor’s benefit. Female spouses are 
assumed to be three years younger than male spouses. Therefore, the modified survival rate for a male 
would be calculated as zx p(m) + (1-z)x[p(m)+(1-p(m))x p() x 0.5], where p(m) is the male survival 
rate, p(f) is the female survival rate and z is the proportion of individuals who are not married, in this case 
0.1. No adjustment needs to be made for spousal RRSPs since these are implicitly taken into account 
through the data. 
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Since we need to know the length of time a contribution remains in an RPP or RRSP, the 
withdrawal distribution should indicate the proportion of contributions withdrawn, not 
the sum of both contributions and interest. However, we cannot observe the ratio of 
contributions to interest being withdrawn. Therefore, in the third stage the total income 
distribution is discounted assuming that the contribution was made when the individual 
was 19.'! This distribution is shown by the solid line in Figure 4. 


Up to this point, we have discussed a withdrawal distribution for a 19-year-old making a 
contribution. For contributions made by those over age 19, the distribution needs to be 
adjusted so that the entire contribution will be withdrawn. The concept is illustrated in 
Figure 4 for a 40-year-old making a contribution. The dashed line represents the 
distribution for a 40-year-old which is almost identical to the distribution for a 
19-year-old up to age 62. The area under each of the lines is equal to 1. The new 
distribution is obtained as follows: 


W,(N) == (4) 


where W40(N) is the probability of withdrawal at age N for a contribution made at age 40, 
and Wj0(N) is the probability of withdrawal at age N for a contribution made at age 19. 
Graphically, each point on the 19-year-old distribution is divided by the area under the 
distribution to the right of age 40, as shown in Figure 4. 


Figure 4 
Discounted Withdrawal Distributions 
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Note: The discount rate used is the real market rate of return (4.4 %). 
This rate is derived later in the text. 


'' The discount factor is adjusted for inflation (i.e. the real market rate of return is used). 
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By weighting the truncated distributions by the contribution profile, one can obtain a 
projected withdrawal distribution for the contribution profile made in a given year. This is 
shown in Figure 5 for 1997 contributions. This chart indicates the average length of time 
a contribution is held before it is withdrawn, which in this case is about 19 years. 


Figure 5 
Contributions and Projected Withdrawals 
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The empirical approach we use in this paper could be criticized because the withdrawals 
made today do not fully take into account the increase in both the use and generosity of 
TARS programs (in short, the pension system is not fully mature). One could argue that 
because the increased generosity and use of the program will lead to higher withdrawal 
amounts (in real terms) for those retiring in the future, the share of the total withdrawals 
occurring in retirement will increase in the future. However, while the amounts 
withdrawn will increase for those in retirement, it is also possible that the amounts 
withdrawn before retirement will increase proportionately, meaning that there will be no 
change in the shares of retirement income withdrawn at a given age. The arguments are 
illustrated in Figure 6. Distribution A represents the level of withdrawals currently 
observed. Distribution C presents the first argument, where only withdrawals in 
retirement increase, thereby changing the shares for each age. Distribution B is simply an 
upward shift of distribution A, meaning that the shares of retirement income withdrawn at 
a given age remain the same. 


We checked our distribution by comparing the distribution of 1985 with that of 1997 
(Figure 7). We found that there was little change in the withdrawal distribution between 
these two years, leading us to believe that despite the changes in the TARS programs and 
their use, the age distribution of withdrawals will remain relatively constant in the future. 


51 


As a final point, it should be noted that in a non-tax-assisted environment, the discounted 
withdrawal profile may be different as individuals respond to the differences in tax 
treatment of various investments. However, since we are assuming no behavioural 
change between tax-sheltered and non-sheltered investments, it is assumed that the 
withdrawal distribution is the same for non-tax-assisted investments as it is for 
tax-assisted investments. 


Figure 6 
Level of Withdrawals From RPPs and RRSPs 
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Figure 7 
Age Distribution of Withdrawals by Year 
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Developing the Investment Portfolio 


As mentioned earlier, different investments receive different tax treatment. Interest 
income from bonds, Treasury bills, and guaranteed investment certificates is taxed the 
same as employment income. Meanwhile, capital gains are treated favourably in two 
ways. First, they are taxed only upon realization, creating a tax deferral. Second, capital 
gains are not fully taxed.’ In addition, the effective tax rate on dividend income is 
reduced at the personal level by the dividend gross-up and tax credit. 


In accordance with the standard approach for estimating tax expenditures, the alternative 
portfolio should not take into account any behavioural changes. Therefore, we assume 
that individuals invest in exactly the same instruments that they currently invest in 
through their RPPs or RRSPs. A more realistic approach would allow for investment in 
owner-occupied housing (such as paying down a mortgage). However, this would imply a 
behavioural change. If investment in housing were included in the model, the tax 
expenditure would be lower because owner-occupied housing benefits from the non- 
taxation of capital gains and the non-taxation of imputed rents. 


Data to develop the portfolio are taken from Statistics Canada’s Trusteed Pension Funds 
and Pension Plans in Canada."* Stock data are used to determine the proportion of the 
portfolio in different types of investments. To be useful for estimating the present-value 
tax expenditure of TARS programs, these investments need to be classified between 
interest-bearing and equity-type assets (capital-gain-bearing or dividend-bearing). For 
trusteed RPPs (Table 4), mutual and investment funds, equities and real estate are 
assumed to produce capital gains or dividends, while the remaining items are interest- 
bearing. For RRSPs (Table 5), only investment funds are assumed to produce capital 
gains or dividends, while investments held by the financial institutions are assumed to 
be interest-bearing. In addition, the assets in non-trusteed public employee pension 
plans and insurance plans are assumed to be interest-bearing. Taken together, the 
average portfolio of all of the above plans is 67.9 per cent interest-bearing and 

32.1 per cent equity. 


To determine the proportion of dividend and capital gain income for equity investments, 
we can use the ratio of the Toronto Stock Exchange (TSE) 300 return to the “total return” 
on the TSE 300, which represents the combined return from dividends and the index. The 
ratio for the 1956-1999 period was 41 per cent capital gains and 59 per cent dividends. 


\2 The inclusion rate was reduced from three-quarters to two-thirds as of February 28, 2000, and was further 
reduced to one-half as of October 18, 2000. For simplicity, the inclusion rate for 2000 is assumed to be 
two-thirds when calculating the tax expenditure estimate. 


'3 Statistics Canada, Catalogues No. 74-201 and 74-401 respectively. 
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Table 4 
Book Value of Assets in Trusteed RPPs 
Percentage of gross assets 


1992 1993 1994 1996 Average 
Pooled, mutual and investment funds Whee) 79 12.4 19.6 11.8 
Equities 44.2 32.9 32.9 34 36.0 
Bonds 32.6 42.2 39.6 Bart 36.9 
Mortgages ee Pete! 2,60 1.9 2.6 
Real estate bee) Bhs 8) az 3.4 
Cash and short-term deposits 7 8.6 6.9 6.3 Diz 
Miscellaneous assets pa pat ek 1.8 ad 


Note: Percentages may not add to 100 due to rounding. 
Source: Statistics Canada, Trusteed Pension Plans, Cat. No. 74-201. 


Table 5 
Accumulated Assets Held in RRSPs 


Percentage of total assets 


Money held by: 1992 1993 1994 1995 1996 1997 Average 
Trust companies an] 11.8 9 7.9 6.9 4.5 8.6 
Credit unions dh 2 HiZ 11.6 Lis] Lid 10.2 LZ 
Chartered banks 33.8 332 32,3 34 31 26.3 31.8 
Other deposit taking intermediaries 0.5 0.5 0.4 0.4 0.3 0.1 0.4 
Investment (mutual) funds 22.9 Diol Dio 28.9 33.9 42.1 29.7 
Insurance companies 19.9 20 19.2 2 16.9 16:7 18.3 


Note: Percentages may not add to 100 due to rounding. 


Sources: Statistics Canada, Trusteed Pension Plans, (Cat. No. 74-201), and Pension Plans in Canada, 
(Cat. 74-401). 


We also have to make an assumption regarding the length of time a capital gain is held 
before it is realized. Our base case will rely on U.S. data that suggest that the average 
holding period is about 6.3 years.'* To test the sensitivity of the results, we also use 

10 years as the holding period. 


Therefore, the base-case portfolio used in the analysis will have the following 
characteristics: . 


= 67.9 per cent interest-bearing and 32.1 per cent equity; 
= equity returns are 41 per cent capital gains and 59 per cent dividends; and 
= capital gains are realized every 6.3 years until withdrawn. 


'* This value is for corporate stocks. Unfortunately, only U.S. data were available. 
See Leonard E. Burman and Peter D. Ricoy, “Capital Gains and the People Who Realize Them,” 
National Tax Journal, L(3) (1997), pp. 427-451. 
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Choosing the Rate of Return and the Discount Rate 


There are two perspectives that we can take regarding the discount rate. The first is to 
take a “social approach.” This approach attempts to take into account the impact on social 
welfare of TARS programs. Since tax expenditures can be interpreted as a form of 
government spending, we can turn to the cost-benefit analysis literature on public 
spending for some insight regarding the appropriate discount rate. Economic theory 
defines a range of plausible values." Essentially, one can regard public sector spending as 
a reallocation of resources from the private sector to the public sector. That is, the tax 
expenditure is financed through higher taxes. These private sector resources could have 
been used for either consumption or investment. If the resources were used only for 
investment, the appropriate discount rate is the marginal rate of transformation (MRT), 
which is equal to the rate of return before all corporate and personal income taxes. If the 
resources were used for consumption, then the discount rate should be the marginal rate 
of substitution (MRS), which is the after-tax rate of return to individuals. '° 


In general, the resources are reallocated from both consumption and investment, so the 
discount rate should be between the MRS and the MRT. One possibility is to use the 
after-corporate, before-personal-income-tax rate of return. This is more generally referred 
to as the before-tax rate of return earned on bonds and other forms of investment. This 
rate is both well known and within the range dictated by economic theory. Using the pre- 
tax portfolio rate of return also has some intuitive appeal. In Section 2 we point out that 
when the rate of return and the discount rate are equal, the taxes received on withdrawal 
have the same present value as the cost of the deduction for the contribution. 


The second perspective is the “financial approach.” This perspective considers how much 
it costs the Government, in terms of lost revenue, to provide TARS programs. In this 
case, the discount rate would be the Government’s cost of borrowing — the pre-tax long- 
term government bond rate. The financial approach is consistent with the way we 
measure other tax expenditures. Note that using this rate will lead to a lower tax 
expenditure. While we present results using both rates in the next section, we will report 
the estimates using only the financial approach in the future. 


'S An excellent discussion on the choice of a discount rate is contained in Richard W. Tresch, 
Public Finance: A Normative Theory (Plano, Texas: Business Publications, 1981). 


'© In a world with no taxes, the MRT would be equal to the MRS. 
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We estimated the rate of return on our portfolios based on data for the 1956-1999 period. 
The estimate is a weighted average of the long-term government bond rate, the long-term 
corporate bond rate and the total return on the TSE 300.'’ We calculated the real return 
on the portfolio to be 4.4 per cent and the average real government bond rate to be 

3.5 per cent.'® Assuming that inflation is 2 per cent, the nominal rates are 6.4 per cent on 
the portfolio and 5.5 per cent on long-term government bonds. 


4. ESTIMATES AND PROJECTIONS 
OF THE FEDERAL TAX EXPENDITURE 


Table 6 presents the estimates of the present-value tax expenditure for 1998 using various 
portfolio alternatives. These results are calculated using the long-term government bond 
rate as the discount rate. This table highlights the effect of the different tax treatments for 
different types of returns. If the non-tax-assisted portfolio consisted entirely of interest- 
bearing assets, then the tax expenditure would be $8 billion, or $0.19 per dollar of 
contributions.” If the portfolio consisted of only dividend-bearing assets, the tax 
expenditure would be $4.7 billion, or $0.11 per dollar of contributions. If the portfolio 
were the base case defined in Section 3, then the tax expenditure would be $7.1 billion, or 
$0.17 per dollar of contributions. The results shown in Table 6 also indicate that the tax 
expenditure estimate is not very sensitive to the capital gains holding period.”” This is 
because of the low weight given to equity in the portfolio. 


Table 6 
1998 Present-Value Tax Expenditure Estimates for Various Portfolios 


(Using Government Bond Rate as the Discount Rate) 


Gross tax Tax expenditure 

expenditure per dollar of contributions 
($ billions) ($) 

100% interest 8.0 0.19 

100% capital gains (6.3-year rollover) 6.1 OsrD 

100% capital gains (10-year rollover) 5.8 0.14 

100% dividends 4.7 0.11 

Base case portfolio dee 0.17 


7 The weights used are based on the RPP/RRSP portfolio. The interest-bearing component was assumed 
to be 80 per cent government bonds and 20 per cent corporate bonds, which corresponds to the relative 
shares of total bonds in the National Accounts (personal sector). The TSE 300 total return, which 
represents the combined return on the index and dividends, was used for the equity portion of 
the portfolio. 


'’ The real rate on corporate bonds averaged 4.4 per cent while the total real return on the TSE averaged 
5.8 per cent. 


'? Based on total RPP/RRSP contributions of $41.6 billion in 1998. 


*° In the weighted RPP/RRSP portfolio, the difference in the estimate is 0.6 per cent. If the capital gain 
is held for the entire period that a contribution remains in an RPP or RRSP, we estimate that the tax 
expenditure will fall by 3.1 per cent. 
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If the market rate of return (6.4 per cent) were used as the discount rate rather than the 
long-term government bond rate (5.5 per cent), the estimate for the portfolio would rise 
from $7.1 billion to $8.2 billion. Thus, the tax expenditure estimate would rise from 
$0.17 per dollar of contributions to $0.20 per dollar of contributions. 


Table 7 provides both present-value and cash-flow estimates for the years 1996 to 1998 
and projections for the years 1999 to 2003.' The two approaches use different definitions 
of the TARS tax expenditure and therefore differ in both level and trend. The present- 
value tax expenditure per dollar of contributions falls from $0.17 in 1998 to $0.14 in 
2001. This reflects the fall in marginal tax rates projected for this period because of the 
measures contained in the 2000 budget and the October 2000 Economic Statement and 
Budget Update. The cash-flow estimates peak at $0.38 per dollar of contributions in 
1999, largely due to an interest rate spike in that year. They fall sharply to $0.30 per 
dollar in 2001, reflecting both the fall in tax rates and a rise in withdrawals relative 

to contributions. 


Table 7 
Tax Expenditure Estimates and Projections, 1996-2003 
Present-value estimates Cash-flow estimates 
Total Gross tax Tax expenditure Gross tax Tax expenditure 
Year contributions expenditure per dollar expenditure per dollar 
($ billions) ($ billions) ($) ($ billions) ($) 
Estimates 1996 43.4 7.4 Ody 14.8 0.34 
1997 44.9 7.6 0.17 152 0.34 
Sere Leora seercvied # ieee — ep en 
2000 45.4 (he 0.16 14.2 0.31 
2001 47.6 6.9 0.14 14.1 0.30 
2002 49.9 daz 0.14 14.3 0.29 
2003 5233 f fe 0.14 14.4 0.28 


If parameters such as tax rates and interest rates are constant in the future, the present- 
value estimate per dollar of contributions will remain relatively stable, while the cash- 
flow estimate will decline over time as the pension and RRSP system matures and 
members of the baby boom generation begin to draw down their savings. The results in 
Table 7 point towards this trend since the cash-flow estimate per dollar of contributions 
falls between 2001 and 2003 while the present-value estimate remains constant. 


>! Tn this table we use the long-term government bond rate as the discount rate for the present-value 
estimates. 
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5. CONCLUSION 


This paper describes the various issues involved in developing a present-value tax 
expenditure estimate for TARS programs. The key issues in this process are the choice 

of the discount rate and the development of a withdrawal distribution and investment 
portfolio. We have used an empirical approach in the development of both the withdrawal 
distribution and investment portfolio. Based on the analysis in Section 3, we have chosen 
the long-term government bond rate to be the discount rate used to calculate 

the estimates. 


The present-value estimates complement the cash-flow estimates currently published 

by the Department. The cash-flow method gives estimates of the net revenue cost of 
providing a deduction on current-year contributions, not taxing the current-year 
investment income earned by past contributions, and taxing current-year withdrawals. 
The present-value method estimates the present value of taxes forgone today and in the 
future as a result of contributions made in a given year. Each measure has its advantages, 
and together, the cash-flow and present-value estimates provide more information on the 
revenue cost of tax-assisted retirement savings programs than was available previously. 
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APPENDIX: ALTERNATIVE APPROACH TO ESTIMATING 
THE PRESENT- VALUE TAX EXPENDITURE 


In the main text we use a method that focuses on the tax cost to the Government over 
time (the “tax-cost” method). This section describes another approach that has been used 
in the literature to obtain a present-value tax expenditure estimate of TARS: the “benefit” 
method. This approach views the problem from the perspective of the individual. It 
assumes that the present value of the net proceeds to the individual is equal to the present 
value of the costs to the Government. But this is only true when the rate of return and the 
discount rate are equal. Therefore, this method can be used only if the discount rate is the 
same as the rate of return.” We illustrate this method with an example similar to that 
used to describe the method in the main text (that is, we assume that marginal tax rates 
vary with age, the rate of return is constant and any non-sheltered income is taxed as 
interest income). 


The net proceeds in a future year of saving a dollar in a tax-assisted plan from age M to 
age N are given by: 


Wes = CU+n? % 0=ty) (Al) 


where NP7x is the net (or after-tax) proceeds of tax-assisted saving, C is the amount saved 
in pre-tax dollars, i is the nominal rate of return, M and N are the ages when the 
contribution is made and withdrawn (with interest) respectively, and fy is the marginal tax 
rate at the time of withdrawal. The factor (1+ i)"™ indicates that no tax is paid on 
investment income as it accrues in the plan. The factor (1-ty) indicates that the gross 
proceeds are subject to tax when withdrawn from the plan in year N. 


In contrast, the net proceeds in a future year of saving the after-tax amount from one 
dollar of pre-tax income in a non-tax-assisted investment are given by: 


NP eC [lt (A2) 


J=M +1 


where NPyra is the net proceeds of non-tax-assisted saving. Here, the factor C(1—-tu) 
indicates that only after-tax dollars are being saved. The product term indicates that 
investment income is subject to tax each year. 


2 At the end of this appendix we show that the two methods are equivalent when the rate of return is equal 
to the discount rate. 
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The future net benefit to the contributor of saving in a tax-assisted plan is given by the 
difference between the tax-assisted proceeds and the non-tax-assisted proceeds. This net 
benefit is equal to the loss in tax revenue for the Government (in future dollars). 


Net Benefit to Individual = Loss in Tax Revenue = NP, — NPyra (A3) 


To arrive at the tax expenditure in current dollars (that is, when the contribution is made), 
the future loss in tax revenue must be discounted by the factor 1{1—), where pis the 
discount rate. 


Therefore, substituting equations (A1) and (A2) into (A3) and discounting yields: 


N 
C+i)"™ (-ty)-Cd-ty) [[M+id-2,)] 
Pp’ = aa j=M+1 (A4) 
(1+ p) 


where P “is the present-value tax expenditure using this approach. 


Let us illustrate the calculation with a simple example. Suppose that an individual makes 
a $1 contribution to a tax-assisted plan at age 50 and withdraws the dollar and any interest 
at age 55. To simplify matters, we assume that the federal marginal tax rate is constant 
through time (that is, ty=t;=t,) and equal to 25 per cent.”> We use a 6.4 per cent yield on 
plan funds. Therefore, the net proceeds from the tax-assisted plan will be: 


NP. = S10 064) 0,75) =o002 (A5) 


If the identical investment were made in a non-tax-assisted investment, the net proceeds 
would be: 


NPy4 = $1(0.75)(1 + 0.064(0.75))* = $0.95 (A6) 


If we use the rate of return on plan funds as the discount rate, then the present-value tax 
expenditure is: 


p= (S102 30.95) 


= $0.05 A7 
1.36 : ee 


In other words, under these assumptions, $1 invested today in a retirement savings plan 
will be worth $0.07 ($1.02-$0.95) more after five years than if it had been invested in a 
non-tax-assisted instrument. This difference is equal to the lost tax revenue for the 


?3 Note that when the marginal tax rate is constant, the product term in equations (A2) and (A4) is replaced 
by the term (1+ i(1-r))"™. 
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Government. Therefore, the discounted present value of the tax expenditure associated 
with this benefit to the individual is $0.05 of each dollar contributed to a retirement 
savings plan. This is the same result as that in the example in Section 2 of the main text. 


Equivalence to the Method Used in the Main Text 


If we assume that the rate of return is equal to the discount rate and that the marginal tax 
rate is constant, then the present-value tax expenditure formulas for the two methods are 
as follows: 


= fea a+r)" -a+ra-1)"™ | (A8) 


Benefit Method : Pz = 
(+r 


Ny Leys 
Tax Cost Method: Prey =C(U-t)rt 3 CEE TS ees 


Pcie alae (A9) 
If we multiply equation (A9) by (1+r)%“A1+r)*™, we obtain: 
SAU saat ae aaa ne 
(Tr) j=M +1 (l+r)! Re 


caliedisf Satrd-yy" (+ ryh 


7 Cr) oe ras 


Comparing equations (A8) and (A10) we can cancel the C(1-t) X1+r)*™ term. Therefore 
we need to show that: 


(a+ ry ~(l+r(i-1))"™ | ae Diard—2)) "dary (A11) 


j=M+1 


By noting that the right-hand side of equation (A1l1) resembles a geometric series of the 
form Yap“? where Qis increasing and (is decreasing we can show that the right-hand 
side simplifies to: 


rt la +r)X™ -(4rd-1e™ 
(enederden) 
nla+n*™ -a+ra-p*™ | 
r(d—(—?)) 
_tla+ne™ =(+r0-*™ | vee 
t 
=(1+r)"™ -(+rd-n)*™ 
Sieh 


RHS = 
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PREFACE 


Since 2000 the tax expenditure report has been separated into two documents. 

This document, Tax Expenditures and Evaluations, is published on an annual basis. 
It provides estimates and projections for broadly defined tax expenditures as well as 
evaluations and descriptive papers addressing specific tax measures. 


This year’s edition includes two papers, “The Impact of the Canada Child Tax Benefit 
on the Incomes of Families With Children” and “Special Federal Tax Assistance for 
Charitable Donations of Publicly Traded Securities,” which provide additional 
information on these two tax measures. 


The companion document, Tax Expenditures: Notes to the Estimates/Projections, was 
published in 2000. It is a reference document for readers who wish to know more about 
how the estimates and projections are calculated and who want descriptions of or 
information on the objectives of particular tax expenditures. New tax expenditures are 
described in the relevant section of this document. 
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PART 1 


TAX EXPENDITURES: 
ESTIMATES AND PROJECTIONS 


EMOTION MA ETAT ry 


] ; 


ESTIMATES AND PROJECTIONS OF TAX EXPENDITURES 


The principal function of the tax system is to raise the revenues necessary to fund 
government expenditures. The tax system is also an instrument of policy that serves 

to advance a wide range of economic, social, environmental, cultural and other 

public policy objectives. Tax measures that reflect such objectives include exemptions, 
deductions, rebates, deferrals and credits, and are typically referred to as 

“tax expenditures.” 


In order to define tax expenditures, it is necessary to establish a “benchmark” tax 
structure that applies the relevant tax rates to a broadly defined tax base — e.g., personal 
income, business income or consumption. Tax expenditures are then defined as 
deviations from this benchmark. It is important to recognize that reasonable differences 
of opinion exist as to the structure of the benchmark tax system and hence as to what 
constitutes a tax expenditure. For example, a deduction for expenses incurred in earning 
income is generally considered as part of the benchmark and thus not as a tax 
expenditure. But in some cases the deduction may confer some personal benefit, 
making its classification ambiguous. 


This report takes a broad approach and lists as tax expenditures all tax measures that 
deviate from a basic benchmark tax system. It also includes measures that would not 
generally be considered to be tax expenditures and would therefore be included in the 
benchmark tax system. These are shown as “memorandum items.” For instance, the 
dividend tax credit is listed under this heading because its purpose is to reduce or 
eliminate the double taxation of income earned by corporations and distributed to 
individuals through dividends. This approach — listing both broadly defined tax 
expenditures and memorandum items — provides maximum information to the reader. 


Caveats 


Care must be taken in interpreting the estimates and projections of tax expenditures 
in the tables for the following reasons. 


= The estimates and projections indicate the potential revenue gain from removing 
individual tax measures. They are developed assuming the underlying tax base would 
not be affected by removal of the measure — an assumption that is unlikely to be true 
in practice as individual behaviour, overall economic activity and other government 
policies could change along with the specific tax provision. 


= The cost of each tax measure is determined separately, assuming that all other tax 
provisions remain unchanged. Many of the tax expenditures do, however, interact 
with each other, so the impact of several tax provisions at once cannot generally be 
calculated by adding up the estimates and projections for each provision. 


= The federal and provincial income tax systems interact with each other to various 
degrees. As a result, changes to tax expenditures in the federal system may have 
consequences for provincial tax revenues. In this publication, however, any such 
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provincial effects are not taken into account — that is, the tax expenditure estimates 
and projections address strictly the federal tax system. 


» Inthe case of the harmonized sales tax in effect in Nova Scotia, New Brunswick, 
and Newfoundland and Labrador, only the federal cost of the tax expenditures 
is reported. 


= The tax expenditure estimates and projections presented in this document are 
developed using the latest available taxation data. Revisions to the underlying data as 
well as improvements to the methodology can result in substantial changes to the 
value of a given tax expenditure in successive publications. 


It should also be noted that, on occasion, the estimated or projected change in the value 
of a tax expenditure in this report does not coincide with the fiscal impact of a measure 
estimated in the budget. For example, this report shows that the cost of the partial 
inclusion rate for capital gains increased by $1 billion between 2000 and 2001. This 
increase is due to the reduction in the inclusion rate from three-quarters to one-half over 
the same period. However, the 2000 Economic Statement and Budget Update estimated 
that the change would reduce revenues by only $300 million in 2001. For a defined set of 
transactions, the reduction in the capital gains inclusion rate raises tax expenditures and 
lowers budgetary revenues by the same amount. But the lower inclusion rate is expected 
to induce additional realizations, which increases both revenue and the tax expenditure. 
In other words, the rate reduction and the additional realizations have offsetting impacts 
on budgetary revenues (estimated in the budget) while they both raise the tax expenditure 
estimates and projections (reported in this document). 


A second example is the change in the partial exemption of scholarship, fellowship and 
bursary income that was announced in the 2000 budget. In the budget, the cost of this 
change was estimated at $30 million for the 2000 tax year. In contrast, the associated tax 
expenditure provided in this document shows an increase of only $22 million in 2000 
compared to the previous year (to $28 million from $6 million). In this case, the apparent 
disparity is largely a matter of presentation. The 2000 budget estimate of $30 million 
consists of an additional $21 million that would be claimed by students and a further 

$9 million that would either be carried forward or transferred to parents and claimed by 
them. The amount claimed directly by students and the amount either carried forward or 
transferred are shown separately in this report. 
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WHAT’S NEW IN THE 2002 REPORT 


A number of new tax measures have been introduced since last year’s report and others 
have been modified. These are described below. 


Personal Income Tax 


Apprentice Vehicle Mechanics’ Tools Deduction 


= Effective January 2002 apprentice vehicle mechanics are eligible to receive an 
income tax deduction for the portion of the cost of new tools acquired for the 
on-the-job component of their apprenticeship that exceeds $1,000 or 5% of 
the apprenticeship income, whichever is higher. 


= Any part of the eligible deduction that is not taken in the year in which the tools 
are acquired can be carried forward and deducted in subsequent taxation years. 


Increasing Assistance to Students 


= After 1996, students can deduct from their income tuition assistance provided under 
Part II of the Employment Insurance Act and certain government programs for adult 
basic education to the extent that these amounts are included in their income. 


= Moreover, effective January 2002 students who receive financial assistance for 
post-secondary education under certain government training programs are eligible 
to claim the education tax credit. 


Promoting Sustainable Woodlot Management 


= Commercial woodlot operations that are farming businesses are eligible to make an 
intergenerational transfer of farm property on an income tax-deferred rollover basis 
after December 10, 2001. 


Donations of Certain Publicly Traded Securities 


# On October 12, 2001, the Government announced that it would make permanent the 
1997 budget measure that provided special tax assistance for donations of certain 
publicly traded securities to public charities. The measure was originally set to expire 
on December 31, 2001. 


= Similar treatment is accorded to employment benefits in respect of donations of 
eligible securities acquired through stock options, to parallel the treatment of 
donations to eligible charities. This measure was also made permanent. 


Corporate Income Tax 


Improving Tax Incentives for Renewable Energy and Energy Efficiency 
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The definition of a small hydroelectric project in Class 43.1 has been expanded from 
projects with an annual average generating capacity of up to 15 megawatts (MW) to 
projects with a maximum annual rated capacity of up to 50 MW, effective after 
December 10, 2001. 


Class 43.1 now includes equipment used to generate electricity from 
“blast furnace gas,” effective after December 31, 2000. 


DESCRIPTION OF NEW TAX EXPENDITURES 


All tax provisions introduced since Tax Expenditures: Notes to the Estimates/Projections 
was last published in September 2000 are described below. 


Personal Income Tax 


Education 


Apprentice Vehicle Mechanics’ Tools Deduction 


Objective: To allow apprentice vehicle mechanics to deduct from their income the 
extraordinary portion of the cost of new tools they have to provide as a condition 
of their on-the-job training. (The Budget Plan, 2001) 


Starting in 2002 apprentice vehicle mechanics can deduct the extraordinary portion of 
the cost of new tools they purchase in the taxation year or in the last three months of 
the previous taxation year if the apprentice is in his or her first year. 


In order to be eligible, the apprentice must be registered with a provincial or territorial 
body in a program leading to designation as a mechanic licensed to repair automobiles, 
aircraft or any other self-propelled motorized vehicle. 


The eligible deduction is the portion of tool costs that exceed $1,000 or 5% of the 
individual’s apprenticeship income for the year, whichever is greater. Any part of 

the eligible deduction that is not taken in the year can be carried forward and deducted 
in subsequent taxation years. The apprentice’s employer must certify that the tools are 
required as a condition of, and for use in, the apprenticeship. 


The cost of the individual’s tools for other income tax purposes will be the acquisition 
cost less the deductible portion of that cost. If an individual (or a non-arm’s-length 
person) disposes of the tools for proceeds in excess of this reduced cost, the excess 
amount will be included in income in the year of disposition. However, tools will be 
eligible for the existing rollovers that apply to transfers of property to a corporation or 
a partnership. 


The individual will also be eligible for a rebate of the goods and services tax/harmonized 
sales tax paid on the portion of the purchase price of the new tools that is deducted in 
computing employment income. 


These measures apply to the 2002 and subsequent taxation years. 


Adult Basic Education — Tax Deduction for Tuition Assistance 


Objective: To provide a taxable income deduction for tuition fees for adult 


basic education. (The Budget Plan, 2001) 


Individuals may deduct, in computing their taxable income, the amount of tuition 
assistance received for adult basic education or other programs that are ineligible for the 
tuition tax credit, to the extent that this assistance has been included in their income. 

In order to be eligible, the tuition assistance must be provided under: 


= Part II of the Employment Insurance Act (or a similar program provided by a 
province or territory under a Labour Market Development Agreement); or 


« another training program established under the authority of the Minister of Human 
Resources Development, such as the Employability Assistance for People with 
Disabilities initiative or the Opportunities Fund for Persons with Disabilities. 


This measure was made retroactive to 1997 and subsequent taxation years. 
Employment 


Canada and Quebec Pension Plan Deduction for the Self-Employed 


Objective: This measure ensures that self-employed individuals are not 
disadvantaged relative to an owner-operator who is also an employee of the 
corporation. (Economic Statement and Budget Update, October 2000) 


Under the Canada Pension Plan and Quebec Pension Plan (C/QPP), self-employed 
individuals are required to pay both the employer and employee portion of C/QPP 
contributions. As of January 1, 2001, self-employed individuals are permitted to deduct 
the portion of C/QPP contributions that represent the employer’s share. 


Farming and Fishing 


Promoting Sustainable Woodlot Management 


Objective: To facilitate intergenerational rollovers of commercial woodlot 


operations that are farming. (The Budget Plan, 2001) 


A taxpayer may make an intergenerational transfer of farm property in Canada on an 
income tax-deferred rollover basis, if the property was principally used in a farming 
business in which the taxpayer or a family member was actively engaged on a regular and 
continuous basis. Similar rules apply to intergenerational transfers of shares of family 
farm corporations and interests in family farm partnerships. 


The operation of a commercial woodlot may, in certain circumstances, constitute a 
farming business. However, the intergenerational rollovers are generally not available for 
commercial woodlots because, aside from monitoring, the management of a woodlot 
may not demand regular and continuous activity. As a result, many commercial woodlot 
owners are subject to income tax on intergenerational transfers of their woodlots. This 
can be detrimental to the sound management of the resource if woodlots are harvested 
prematurely to pay the tax. 


Where the regular and continuous activity test set out in the existing rollover rules cannot 
be met, a new test will be implemented strictly for the purpose of applying those rules to 
commercial woodlot operations. The new test allows an intergenerational rollover where 
the conditions of the existing rollover rules are otherwise met and the transferor or a 
family member is actively involved in the management of the woodlot to the extent 
required by a prescribed forest management plan. 


Specific criteria for prescribed forest management plans will be developed in consultation 
with interested parties. For transfers that occur before these criteria are developed and 
prescribed, there must exist a plan providing for the necessary attention to a woodlot’s 
growth, health, quality and composition. 

This measure applies to transfers that occur after December 10, 2001. 


Small Business 


Federal Tax Credit for Flow-Through Share Investors 


Objective: To promote mineral exploration activity, particularly in rural 
communities across Canada that depend on mining. 
(Economic Statement and Budget Update, October 2000) 


This temporary investment tax credit is available to individuals (other than trusts) at a 
rate of 15% of specified surface “grass root” mineral exploration expenses incurred in 
Canada pursuant to a flow-through share agreement. The flow-through share investor can 
use this tax credit to reduce federal tax otherwise payable. This new credit applies to 
specified expenses incurred by an individual pursuant to a flow-through share agreement 
made after October 17, 2000, in respect of expenses incurred by the corporation after that 
day and before 2004. This non-refundable credit reduces the cumulative Canadian 
exploration expense pool for years following the year in which it is claimed. 
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THE TAX EXPENDITURES 


Tables 1 to 3 provide tax expenditure values for personal income tax, corporate income 
tax and the goods and services tax (GST) for the years 1997 to 2004. 


Estimates and projections are developed using the methodology set out in Chapter 1 of 
Tax Expenditures: Notes to the Estimates/Projections.' 


In this case, however, the economic variables used to develop the estimates and 
projections are based on the private sector average forecast presented in the 
December 2001 budget. 


Personal income tax expenditures are grouped according to functional categories. This 
grouping is provided solely for presentational purposes and is not intended to reflect 
underlying policy considerations. 


All estimates and projections are reported in millions of dollars. The letter “S” indicates 
that the cost is less than $2.5 million, “n.a.” signifies that data is not available to support 
a meaningful estimate/projection, and a dash means that the tax expenditure 1s not in 
effect. The inclusion in the report of items for which estimates and projections are not 
available is warranted given that the report is designed to provide information on 
measures included in the tax system even if it is not always possible to provide their 
revenue impacts. 


Work is continuing to obtain quantitative estimates and projections where possible. For 
example, in prior editions of this publication, the corporate income tax expenditure 
relating to gifts of cultural property and ecologically sensitive land was included with 
gifts to the Crown and was reported under “Deductibility of gifts to the Crown.” For 1997 
and subsequent years it is possible to determine the tax expenditure for gifts of cultural 
property and ecologically sensitive land separate from gifts to the Crown. As a result, in 
this publication a new corporate income tax expenditure has been introduced under 
“Deductibility of gifts of cultural property and ecologically sensitive land.” At this time 
similar data is not available in respect of personal income tax. 


' Available on the Department of Finance Web site at www.fin.gc.ca. 


16 


“SOUIODUT JO 9ZIS dU} 

UI SOSROIOUT YIM OUT] UT OUT) JOAO ONTRA JAY) Ul YIMOIS Aq POMoOTIOJ A]]esJOUIS ST STY) INQ “poonpoO.NUI sear aSuryo oy} e9A oy) Ul ‘ae xe} v UO puadap 
SONJBA ISOYM S}IPIIO xv} J[qepUNJaI-UOU JsOU} Sv [JAM Se ‘sUOTINpep pue suoNduaxe Jo anfeAa oy} JOMO] SUOHONpel aye1 VY] “TOOT I Arenue f 
dATOIJO ‘xBNS UONONpal WOLap oy} poyeurutfs pue saye1 xv} owWOOUT JeUOsIad [fe psonpel YOYOT 49q0190 JO aopdy jaspng pup juawanis 

gnuouorg ayy, :pexoput Ayyensed Ayuo ATsnoraaid o19M Jey) ssojowesed asoup ‘OOOT ‘1 AreNUeL BANSAIJo “poxoput ATINJ y8pnq YOOT Arensg2-J SUL 


“SIY) 10J SUOSBIA JY} JO UOISSNOSIp & 10J 
‘(ed‘IS-UIY- MAA) BJS GIA DULL JO JUaUAIBdag IY} UO aIquTTeAe pue YOO Ul paystqnd ‘suoysal01g/SaDUYSY IY) OF SION ssaannipuadxy xD] 
uoKeotqnd ay} 39g ‘ajqe} ay) UL UMOYs sanuadat Xe} [[NJ 9y) Ppt A]LTessadeu OU PfNOmM singIpuadxo xv} B JO UONLUTUT]S OY, 


Ol Ol Ol “ = = + = ,UOHONpep s]OO} ,SoTUBYSIU 9fSIYoA sonuaiddy 
g ¢ Ol = i = = = J0uRISISSe UOTIN} JO} UOTONpep xe} — UOTRONps siseq INpY 
S > S S S S S S SUOTINGLNUOS puny dduLYOXe ,SJoYyoee} Jo UOTONped 
ST CT c~ VC 87 9 9 ¢ goulooul Aresing pure drysmoyay “dryssepoyos Jo uonduioxe [eed 
Sol Ol SOT 8L O8 OV O€ TE (SdSaw) sued sSuUIARS UONLONPS PrsojsIsoy 
c9 c9 (6) 19 09 6¢ OV = oHfpaid ysosajUT UROT JWOPNIG 
OCYV SOV Ore C9C Cri PL Ol re <SHposo sof UONIN) puv UONeoNpe JO pieMioj-ALIeD 
COS C8 O9r Cr CEE O€E CEE OOE .SUPaid 9a} UONIN) puw UOHPONpE JO Jojsuel 
S9C SSC SEC OCC Scl Ol OCI be ¢-gipeso woneonpYy 
S6C CLC 09C SSC S6C C6C 09C OVC zp Pero sof VON, 
uonvonpy 
Ol Ol Ol Ol rl OI II Ds Aysodoad yeiny{no Jo sis uo sures [eyideo Jo uONexXe}-UON 
‘eu ‘eu eu ae eu ‘eu ‘eu ‘eu SUPIOISNU pur s}sIe OJ UOTONpIq 
‘eu ‘eu ‘eu ‘eu ‘eu ‘eu Ad eu S]STLIV IO} QOURISISSY 

eu ‘eu ‘eu ‘eu eu ei eu eu Sassoursnq 
poysodioourun Aq poseyoind ye uvipeurD Joy uoNnSNped 

S S) Ss S S) S S S Ayroaod jenjadiad Jo sMOA 
3 Udye} DALY OYM syenprlArpul Aq SUOTNGLAUOD UIeLIOO JOF UONONPed 
cs cs cS cs 9¢ 9¢ cs 8S JouapIsal AB1I]O JOJ UONONped 


uonee.1001 pue 31nj[ND 


(SuoT][TU ¢) 
a nee EEEpSEE TLE EEEREnEEe Lenn 


F007 £007 TOOT 1007 0007 6661 8661 L661 
suonoofoig soyeuUllysy 
i 
_ Seanjipusdxy xe, WOdUT [BUOS.19g 


L 9981 


S S S S S cS S 6 dAIJOSOI IRIA-Q] YSNOIy) suTes [eyded Jo [eLajog 
6 6 6 6C- g IS ZI 9 o7SI@108 aseyoind ysed YSNoIY) plOs UleIS WOT DUIOOUT JO [eLIAJOG 
S S S S S S S iS YOOISSAT] JO UOTJONSAP WOIF UIODUT Jo TeLIaJaq 
eu eu eu eu eu eu vu eu 5 SUOTBOI JYSNOIp Ul DUIODUT Jo [eLIETOG 
OOT- OOT- 66- OOT- OOT- OOT- 09- Les STEMBIPYUM o[Gexe [| 
os Lv ep 6¢ OV ce OF Zo QUIODUT JS9IJUT PUL SNUO UO xv} Jo [eLIajoq 
gL 6L Og ¥e 98 $6 OL £6 9 SUOTINGINUOS JUDWIUIOAOS UO xP} JO [eLIZJOG 
JUNODOYV UONPZITIQeIS sUIODU] JON 
SET SET O€Z ST STE SOE SOE SSE _ Auedoid ures 1of uonduoxe sures [eydes sumneyt] 000'O0S$ 
SuIysy pue SUIWLIe 
‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu isn. Ajrurey JO sn. jesnods 
‘gsnods v 0} siofsueT] YSNoIY) suIes [eyded Jo [eLAjaq 
cor's 0S0'8 OL8L O9EL O19'9 O€6'S C79'¢ SéeES 9 (G@ LOD) Wysueg xe y pity epeuey 
OS OS 8V SV Ce 6C VC es ¢JIPosd JOATSaIe_D 
Ol Ol Ol Ol 8 i L rE yp [P99 juepuodap wWuIyuy 
SCS OS OOS C8 OOS SOV OcYV SCV cp Pets esnods-0}-juafeamnby 
Ose'l 00€'T 097 I coc I Orel colt OOTT Coll _ JIpos9 Tesnodg 
Ayrore 
‘eu ‘eu ‘eu ‘eu eu ‘eu ‘eu ‘eu Syljousg JuswAO]dua Are]9UOUI-UOU UTe}I99 JO UONeXe}-UON 
‘eu ‘eu ‘eu ‘eu ‘eu eu eu ‘eu sueyd y1youeq saho;duiq 
‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu suejd jeoneqqes/aouasqe Jo davo] YSnosy) Areyes Jo [eLejoq 
eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu Aed oyLs JO uonexe]-UON 
S6S 8s CLS SOS S6E S67 SIZ 007 _Suondo y90}s sakoydurg 
9¢ 9¢ 9¢ cS vs cS C9 Le pod JuowAo]dura svasIaAQ 
OCI OCI OCI OCI Ol Sel Sel Oc! SUOTONPSP SJUSPISOT UTOYION 
val val tI val val val tI p S19aIUNTOA BotAras AQUASIOUD JOJ JUNOWL 9d1J-XP J, 
S S S S S S ¢ S SURO] UONRIOJAI SUIOY JO UOTONPIq 
00Z 061 OSI SOT — _ - — p Podo|dure-J[as dy} JO} UONONpop uv]g UoTsuag Segang) puke epeuRD 
qusw Ao dury 
(SUOTT]IU ¢) 
v007 C00 7007 10072 0007 6661 8661 L66l 
—  suopafotg — saeusy 


(p.juor) sainyipusdxy xe jy, suLOdUT [eUOS.Iag 
T 19geL 


. SHOUTS 1OJ juouratddns asuodxo [Rope 


8S gs cS 8V 8t ve 9¢ 6 ze 
¢99 Sc9 O8S OSs crs 0) SOV GSe oct Peto x¥I asuadxe [RoIpey| 
OOr OO OO0T C6e OLE OLT S9C OLT qh LG) HPO9 xe} Ayyiqesiq 
SCL'I 6 | SCL'I 069'1 Oss'T CELI Oso | C79" | got Joucq [eWep pur Yi[eoy pred-ssoutsng JO UOHexe}-UON 
qeeH 
‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu eu /uonezieod uodn sures jeydeo Jo uonexe | 
‘e'u ‘eu ‘eu eu ‘eu ‘eu ‘eu ‘eu suorjoesuey oBuLYoOXe USIO10J UO UOTdwoxe sured jeqdes QOT$ 
‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu o-Auodoud gsn-jeuosiod uo uonduroxe sures [eydes QOO'T$ 
er ‘eu ‘eu eu ‘eu ‘eu ‘eu ‘eu _(uoneroeidep XB} poyesayaoo0R JO UOTIONpIq 
‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu sjeuotssajoid Aq SuMUNODOR sIseqg-peT[!q ysnosm) [eLajod 
‘eu ‘eu eu ‘eu ‘eu eu ‘eu ‘eu pSHOAOTOI ysnosy) sured [eydeo jo [eLajod 
II II II Il CI eT 97 eT JAIQSAI IVOK-OAT] YSNoIY) sures [eydeo Jo [eusjod 
CC CC Ic Ic 0c OC SC VC SHPo1O XB} JUSUSOAUT 
cSt OST Ori Ol OST cri OT SsI sassoy dryssouyred pow Jo uononped 
Ove't SIEZ Seer sSosz SIST OL6 ae) SC6 _Sures jeyides Jo worsn[our [ened 
JUDUIJSAAUI puB SSauIsNg [v.19U94) 
SI'S] S6Ebl O86 OFS'EI SOIT Ot67I «SOIT «SICTI --Seoutaoid 0} WOOL XB} SUODUT JO SJofsues LY, 
Ores O€ZE OIE OFO'E SLIE 0o9sz =60ELT~=—«O9S zuoumsyeqe saqend) 
sjusmaSuRsIe SulUeULy [BINUTAOId-[e19peJ 
eu eu eu eu eu eu eu eu Zununosoe AIOJWOAUT UT AMTIQIXI]4 
eu eu eu eu eu eu eu eu BuNuNosoe sIseq-Yyse_ 
eu ‘eu eu eu eu eu eu eu sjuouryeysul xe) Apioyrenb Suryeu wo uondwexg 
eu eu eu eu eu eu eu eu | -Suurey A[TuUey JO 


SIQAOT[OI [LUONRIOUDSIOIUT YSNoI) sures [eydes Jo [e.sJoq 


(suol]Iur ¢) 
007 £007 TOOT 1007 0007 6661 8661 L661 


OO 


suonsafo1g sayBVUlysy 


(p,juod) sainyipusdxy XB J, FOI] [BUOS19g 
CLAD 


Qos. 0003 0078 OCG L . Oge's orcs SIL 00's or ‘6g senda PUB SdSAe JO onjea yuosoig 
‘uoleULIOyUy Aseyuouratddng 


DsOS — Ser9 0965 0979 SEL S706 =SOL'9 = SEO'L oinjIpusdxo xv} JON 
SCL'8- SSI°8- S8r‘L- S76'9- $86'9- S69°9- S86'S-  Ors*s- STEMEIPYIM JO UOHEXe | 
0166 S98°6 SL6'8 CSL'8 OTE 069°0I 0078 SOEs SULOSUT JUSUTSOAUT JO UONeXe]-UON] 
Sopp =StSb = =6OOLYY SS COOE'Y = 068 Oc0'S 06h OLT'S SUONNGIUOS JOF UOHONpsd 
o¢(Sddu) Suey uorsued poraysisay 
OLO'TL S88'IT SESOI SLL6 0166 SO¢OI S678 OLI‘6 oinjipuedxe xe} JaN 
creat ts SIG Cs SILC (OO ce C900 SOL - SOc: STEMEIPYM JO UONEXe TL 
Sp9L S60'L Sso'9 o9s‘s  ogs's S009 §=0ESh = 096 pc PUIOSUT JUSUSOAUT JO UOTEXe}-UON 
O98 Of6L S6EL O0€69 O8T‘L $969 0959 ¢¢g‘9 SUOTINGLNUOS JOF UOTONpIq 
oc(SdSUa) Sued ssurars JusuIaIM91 poss\sisay 
S iS S S S S § S uv[d UOIsUag UBMaYO}eYses 
CIV OIV OO S6e SIV SIV SOV S8e WIPedo SULOOUT UOTSUad 
Srr't = OI cel ore | cce'l Ore | OSE | Ose | Mposd oy 
COT COT Sol SOT €eT OLI Cz OrZ .-Sjuouked souvusjurew pue Auoumye Jo JuouNeaI], 
Orl OVI Ori Srl O9T O9T col cSI syuepuadap Joy 
oddns pue suorsued Aj[IQestp ,suesa}aA JO UONeXe]-UON 
S S S S S S S S po(SOMMUNOS pol][Y Woy 


9SOY} SUIPN[OUT) SuOTsUad SdIAJOS JOYJO puke ‘ssoURMOTIP puL 
SUOISUOd IBM UBI[IAIO ‘SOOURMOTLL ,SULIO}JOA JO UOeXeI-UON 


Sil 91 OT OT ST LI Fl SI yyeop Jo Ainfur yeuosiod 
Jo adsoai UI saseUep se PaATooeI sJUNOUTe JO UONeXe]-UON 
Cgc 09S S9S¢ OLS S19 O19 079 O€9 Syljoueg UoNesusdUI0D ,s1oYJOM JO UOTEXe}-UON 
SET Sr7 CSZ OLZ 00E cus C6E SSr ceS}Jousg 9dURISISSE [BIOS JO UONeXe}-UON 
O87 O87 OLZ CEC O87 O8z 067 0672 s}jousq souemoyye s asnods 


pue juowtatddng swiosuy poajyueieny jo uonexe)-uoN 


JUIWIIAIAI PUL IDULUIJUTCUL VUIOIUT 
(Suol[IU ¢) 


eee 
007 £007 C007 1007 0007 6661 8661 L661 


suonoafoig So] BUISy 


—— SSS SSS SSS SSS SS 


(p,Juod) sarnyipusdx'y xe J, awWiOduy] [euOs.ag 
T 919k L 


‘eu ‘eu ‘eu ‘eu ‘eu eu ‘eu ‘eu sjsonboq pur s}ji3 Jo UOTeXe}-UON 


‘eu ‘eu ‘eu ‘eu ‘eu eu eu ‘eu SOAIQSOI UO SURIPUT JO DWOSUT JO UONeXE}-UON 
Ol Ol Ol Ol Ol Ol Ol Ol -Syuourked 
uins-durny sanovoNel ureyI90 Joy UONRInduIO9 xe} [eIOedg 
el el cl a a Ol Ol 91 paid xe} UORNGLAUOD [RINI[Od 
cl el Cl a) a el 9 9 og 6p SUONBUOP a[qeiteYo 


uIe}I9 pue pur] dATISUAS A][BOISOTOSE JO SUOMBUOP 
WOIJ SUISLIY sUIeS [eIded IO} aJe1 UOISN[SUT psonpIy 


OIr'l C8el 09¢'| cee | Ose’ | OSse'l oo¢ | O8T'T gp tPero suoneuop e[qeiey.) 
S S S S S S S rs sJoye}sqni3 pure s10jsodsoid 10J aourysissy 
. S S S S S S S [RIDUSH JOUIBAOD UY} JO IdYJO IY} Woy SULOSUT JO UON’XL]-UON 
S76 I 0S6'l cc6 C06 I cLr'l OLS'I coc | Cr Yt aye1 UOISN[SUT [[N{ 
096 CL6 CL6 CS6 096 Ost I 086 Cee l oye1 UOISN[OUT [eHIe 


/S0UepIsal jedrourid uo sures [eydeo Jo uoNexe}-UON 
sainseoul 194IO 


89 89 bY BE fe = = = op SIOISOAUT OIEYS YSNOIY)-MOLJ JOF JIPos9 xv} [RIOPIf 
SCI Scl ccl CCl OT = = es ¢,SOSSOUISN [[PUIS UT SJUSUNSOAUT JO SIOAOTIOY 
v- v- C- C- ct: C 3% 3 JAIOSAI IVIA-Q] YSNoIy) sured [ede Jo [e.Lajoqd 
OTC OCT OCC OCT CVTe C8I O¢I 6L rp ‘cpt POt9 suonesodios peyides sinus poiosuods-inoqe’T 
c9 19 09 8S 9 (as) 19 9¢ SOSSO] JUSUJSIAUT SSOUISNG s[qeMoyT[e JO UOONpIq 
SOV SOV OOV 06¢ S6s S89 0S9 SVs Soreys ssoutsng 


[[eus 10J UoTduIexs sures JeyIdes sumMesI] YOO'OOS$ 
ssouisng [[Bwis 


eu ‘eu ‘eu ‘eu ‘eu eu eu ‘eu _,So1otjod sournsut of1] UO SOUT JUSUSAAUT JO uONexe}-UON 
‘eu ‘eu ‘eu ‘eu ‘eu eu ‘eu ‘eu syyousg Weep JO YOO‘OTS$ 0} dn Jo UoNexe}-UON 
eu ‘eu ‘eu ‘eu ‘eu eu ‘eu ‘eu _Wieap 10 Ayypiqestp 


‘Kinfur yo yoodsai ut uonesusduios/suotsued qWOY JO UoneXe}-UON 
‘eu ‘eu ‘eu ‘eu ‘eu eu ‘eu ‘eu suvyd Suieys-qyoid pouejeqd 
(SuoT]]TW ¢) 


eee ue. COO, aL eee EE Eee 


P0007 £007 TOOT 1007 0007 6661 8661 L661 


—__————————————————— ——————— 


suorsafoig sayeVuUlysy 


(p.Juoa) sainyipusdxy XB], sulOoUT [BUSA 
ORLA B 


eee aaa een enna er ren tr ne nT nen et 


PU wu ‘eu ‘eu iPM eu ‘eu ‘eu SpusprIAIp [ede Jo uoNnexe}-UON 
SOr'7T = OSSIZT §=S88°07 S80'07 OT8‘0z O6€6I OZI'8I SOT‘ST _ JIpes9 [euosiad o1seg 
= = _ = = Cel Sel = og {Pod ewlosuT-Moy Arejuauatddng 
COC OCs SEST. SOTa «FOTO! O8TT O€O'T S68 yposo pue dn-sso1s puspraiq 
CLS OgsS OLS C9 ee Ors SOS Cre oc} POD XB] UBTIOIO, 
Sec Shee «SHOE «= G98"% «= “ONE S677 000°C ~=—- S69 T sumnmuoid pred-raXojdura Jo uonexe}-uoN 
ec. OSC.  SBEC ORT SLT OOST SKEET “Gory pod ur[q UOIsUag daqand) puke epeuLD 
suv[g UOISUSg JeqgonC) pue epeueD 
OClc. ccc WSCC. “O67 ‘0C9'C SOEC “S6L% ‘Seer suinttuoid pred-s1aXojdura Jo uoexe}-UuoN 
Cot coy OST tT Set “097 I OI€T Orel sort ped UONNGINUOS souLInsuT JuoWAO [dug 
souvinsutr juowAosdurq 
Cg CLS 09S SPs O8S CLS Ors CTS Sonp [euorssajoid puke uortun Jo uoronpod 
OSL Obl OCL OOL Or O€L 689 079 sasuedxo juawAoydure Jayjo Jo uoNonped 
IZ ie 1 VC VC IZ ey OP gc SOBYS YSNOIYI-MOLJ JO UOTLOTFISSe[OOY 
OSI Srl Srl Orl OSI Srl OSI CLI sonyipuedxe poyefes-aomnosal Jo UoTONpsq 
S s S S S S S S Peto Xv] SUISSOT 
SOI SOI We) we) Oll O1l 86 98 SIOAO-AIICD Ssoy [eydeo-uoN 
OLI OLI Sol O91 C81 061 Srl CLI SI9AO-ALICD ssoy [eydeD 
II Il I] Ol a ZI 8 6 SIOAO-AlIVO SSO] SUIYSTY pue WIE] 
QS ES £S 9¢ (42) 79 6S QC SIOWILJ OWI-Wed IOJ sassoy We] JO UONONpeq 
Be Pall Le. Re Ls QL 98 98 sosuodxo JUSWIUTe}IOJUS puke STRUT Jo UOTONpeq 
C78 008 OLL OrLl Gif O9L OSL ORS IWIODUT UBS 0} POLINSUI SasIeYyO SuIAIIeS JO UOONpaq 
08 6L i CL 08 08 OL 19 ,Uononpep esusdxe SUIAO 
S S S S GS S S S uolonpep asuodxa oreo JUepUuonYy 
S6r (Weys OIS OIS oss Oss OIS O8r 9 Uononpep asuedxe eres pilyD 
6 é a £ L Q g Q peoige paysod saaXoydure 
JUQUIUIOAOS JoyJoO pue syeuoydip JO} SOOUBMOTT[S JO UOT}eX¥}-UON] 
S S S S v U 574 V oSesuadxa [Be JUSprour porjroads JO UONSXe}-UON 
csl'9 SEI'9 S809 Or0°9 = Srs‘9 $999 Or6E SHE? po ‘gg SSUIUUIM SUTTGUIeS pu AJO}0] JO UONeXe}-UON 


SUI9}I WN puUe.IOUIIL 


(SUOIT[IU ¢) 
a ee ee 


vO00T £007 (ailivg 1007 0007 6661 8661 L661 
suompofoig so] Busy 


emma aaaaaaamaaamaa amma nnn nnn 
(p.Juor) Samnyipusdxy xB], awWoUy [eUOSIIg 


LAR 


‘Q8vIOAv [LOUOISTY sy ye payoofosd sty “apMEJOA ATYSTY st emMprpuodxo xe} SIYL, ¢, 


‘uorduraxd ay} JO anyea oy} soNper YSIYM ‘ayv1 UOISNISUT ay} 0} SUOTONPe oso} ‘ued ut ‘s}oa[Jol 
6661 Joye simtpuadxa xv} SITY) UI BUT[IEP oY “OOOT “BI J2GOI9O BATDAIJO “J[BY-9UO 0} SPITYI-OM} WOTJ 9R1 UOISNOUT sures eyideo oy) poonpal oyyny anpdy Jaspng 
pup JuawajDJG INUOU0IT YOOT 129190 PUL “OOOT “SZ ATeNIGS{ 9ATIIOJJO *SPITY}-OM} O} siguenb-aery} Wo aeI UOISNOUT sures Jeydes oy) peonper 1e8pnq (KOOT PUL 
‘100Z Alnr Ut QOO‘ZES 0} INO paseyd aq 0} sUTZaq }IJoUSNq aseq oY} pue INO paseyd Aq[ng st yuouratddns gON up YOry™ ye pfoysesy} sULOOUT ay} PesvotoUl 

pure ‘QQ Atng ul ‘uonexapur Surpnyout ‘pyrys sod QO¢Es Aq uouratddns GON et} paswasoU “YOOZ Ayn ut ‘uonexeput Surpnyout ‘pyrys sod QL ¢ Aq 11yeueq aseq LOD ou} 
pasvasoul ayppdy jaSpng pup juawanjy Inuou0ry YOOT 1240190 puke Ie8pnq YOOT PUL “0007 Arenuer Sunseis G LOO ey) pexepul Aq[Ny Jespnq KOOT oU.L “No paseyd aq 
0} suIZaq WJoUuEq aseq {LOO oy) pure ino peseyd Aq[ny st (uawefddns gON) yuowraddns yyousg pplyO [euoNeN oy} YOIYA ye pfoysey} SUSU! ay} Ul SosBoIOUT ysnoiu) 
SB [JOM sv ‘s]UNOUIe WJoUAQ P[TYyo-Jod 0} SasRaIOUI YSNoIY} WJoUEq xv} SIY} pasvatoU! s193pnq 6661 YSNOIM) 9661 SUL “SIseq Iedk-Jepusyed B UO poviodal ore syuowAeg 


JOSPNQ B66] BU} Ul pooONpONUT seM aINseoUl STY], 
“TOOZ J0F NOSES 01 OBE‘T$ WOY poseq SI Pato sty) YOTYM UO JUNOW ay} pesvosoU! ajopdy 1a8png pup juawanig INUOUOIT (IOOT 1990190 PUL 
“sea SUIMOTI[OJ SY} JOJ NTLA Psd ay) Surstes *QOOT “1 Arenues 


datjooqJo ‘sjuNOWe asoyy poxopur ATINy 193PNq YOOT MUL “6661 ‘I AINE PANO ‘srohvdxe} [[e 0} I popudyxe puke $/9$ 01 SLT JOYyUNY & Aq JUNOWe ay} poseatoUl 
193pnq 6661 SUL “s1oAvdxe} aWIODUT-MOT IO OOS$ Aq sIIPatO gsnods-0}-juaTeatnbayesnods pue euosied otseq sUTULIA}9p 0} posn syUNOUTe oY} Postet 13pnq 8661 ULL 


‘J[ey-ouo 0} pily}-9u0 WO, UONONpep sty} peseosoUl JoyyNy aippd/ ja8png pup Juawmasnjy IUOUOIT (IOOT 1240190 EYL “PsIyI-9UO0 0} Joyrenb-ouo 
Woy UOTONpep UONdO Y90}s ay} paseasOUT JeBpNq YOOT PUL “UOISNJoUT sWOSUT WoO [eLefzop oy} JOU puew UOHONpep uondo ypo}s ay} ATUO s}oa[JoI aINIpusdxe xv} STYL 
‘LOGI Jaye siaiysyory Aq sumrepd apnpour uoNdurexe Joa}UNTOA sdIAJaS Aguassoula oy) Jo suonoofoid pur sayeurss sintpuedxe 

XB} OU], “SIBOIUNJOA BOIAIJas ADUSSIOW 10J YOO'TS 0} dn jo uoNduroxe Ue YIM SIOIYSIYSIJ I9d]UNJOA JOJ DDURMOTIL BOIJ-XP} YOCS OU) poorjdar a3pnq 8661 PUL 

‘yodar STU) UT UMOYS ULY} JOMOT SI BuULYS dy} JO ISO [eNJoR oY} “INSe B SY “SUONNGINUOS URI UOIsUSd seqend/epeues) 

IIY} JO aVYS SITY} UO IPoJd o]qepuNJas-UOU B UNTe[D P[NOS sTenpIATpu! poXojdurs-jjas ‘ainsvoul sty} 0} Jog ‘peplaoid st uoRoNpep Yons ou YorymM Ul wia}sAs YreWIYyoUNq 
& 0} DANLIAI ‘9BVIBAOD UMO ITO) JOJ pred suOTNGIUOD ULT_ UOIsUed SaqenQ/epeueD Joy} JO oreys sokojdure ay} yonpep 0} sjenprarpur pekojduia-Jjas SurMoT[e 

JO 1SO9 [BJUSWIOIOUT oy} SoyeUISS sINjIpuedxe xv} OY “1OOT PATOAIJO ‘aippdy 1aSpng pun Juauajnjg INUOUOIT (OOT 1940190 OY} Ul PsonpoNU! sem oiNsvoul STYL, 
‘sieak xv] Juanbasgns pure ZQOZ oy} 01 sar[dde pure yespnq [QO OU} UI psonpo.nUT sem dinjipusdxe xe} SIU], 

‘uonepuno, diysiejoyos wintuuaT[ yA] epeuRD st} Jepun sjuapnys 0} a[qe[IeAe opeul spuNy [EUONTPpe OU} SI[for ginjIpusdxe xv} ay} ‘sIB9A XB} Joe] PUL YOOT OJ 
‘UONIPPe UT “IPs1d UONLONpa oY} JOJ I[QISI[A sJUApNIS JO} OOO’ ES OF DOSS Woy SUOSUT Azesing pur drysmoyfey ‘drysreoyps 10y uonduiexe oy pastes 1o3pnq YOOT PUL 


‘sjasse JOU UO WINJas OY} aIeTNITed 0} pasn St YOryM ‘spuog JSWIUIIAGS IvaK-()| 
UO UONPULIOJUT JUIIEI SIOUI SPNIOUT 0} PASTAS UI9q SALY G66] PUL 866] JOJ SAIPUSS OY ‘poSueyo sey UONLULIOJUT SITY) SUTUTE}GO Jo POYISU s epeUe quswido[aa0q 
soomnosay uruINy ‘wessoid gSqy ey) ul UoNedonsed sasevinosue 1 JY} JU9}X2 OY} 0} anjipuadxe xe} ay} JO SO BY} SesvoIOUT jI ‘oINyIpuadxe xe} B juasoidal jou soop 
JUSWIOULYUD STU} SIU AA “8661 Ul SurUUIZaq “URI ssUIARS UONvONpY epeueD el} ‘\uRIS % OZ B WIM SGSAqy O} suoNNquyuoS yenuue poyuouiajddns ye3png B66 PUL 
‘s1eak JUonbasqns pure g66] JOJ PANoajo ‘ansvoul siy) poonpoNuT yospnq Y661 PUL 

‘s1eak Juonbasqns pure /66] JO} Panoajjo ‘ammsvour sity peonponut yas8pnq 661 PUL 

‘Teo Jey} Ul WLIO VBLIAAR OY) Ul BSBaIOUI WC & SJo[Jol onfea (661 PUL 


‘sureiS01d JUSUIOAO8 UTe]I90 JapuN UONONpe Arepuodas-jsod IJOJ FULISISSE B[GeXE} BATQIOI OYM ajdood 

0} ‘ZOOZ Ul SuTUUISaq ‘“WIPosO xB] UONRONpe ay} SpUs}xe Jey} sINSeoU B peonpoNHul 193pnq [NOT PUL ‘1O0T ‘1 Azenues aATajJo “s}UepNys aun-yed Joy yuo Jod QZ1$ 
pur sjuapnys owin-[[ny 10J TPUOU Jod YOP$ 01 Pes sty} paseoroUt ayppdy Ja8png pup Juawalwjg INUOUOIT (IWOOT 1290190 P4L “YOU Jad Qg¢ JO JUNOWe UONvONpe 
auin}-yWed & WIEID 0} sjuapnys ou-yed poMmoT[e ospnqg BG6l SUL Joyeoroy) yUOU rad QOZ$ pue L661 JO} YWUOUL Jod EC ¢ 0} Pato SIY peseasoUl yo38pnq (661 PUL 


“CONT Ul SaIeNpeIS [OOYDS YSrY JO ,OYOO sJqnop,, Ss ,OLRIUO J92[Jol POOT PUP COOT 4OF suonoalolg 
‘L66] Ul SuluUTsaq ‘suoNNINsuT ATepuodes-sod Aq posodurt saoj Areypiour AroyepueU JSOW 0} HPol9 SIY) papueixe yo3pnq 1661 FUL 


LI 


ol 


al 


(4 


SION 


(p.juo2) sainyipusdxy xB], sWOoUy [BUOS19g 


ELAR 


“oVUUT}S9 Jasse SUA Odd Jomo] sy) Sursn 0} posedusos uoryyiq Z$ 

0} uOTITIG CT $ Aq SqSue J0J suonoofosd pur sayewunsa omytpusdxe xv} [enuue sy} SasvaIOUl BIEP SAS WU) SUIS_) “UOTT[IG OOTY JO aJeUITISO JOSse SYA Oldd eu) 0} 
poreduros ‘uory]iq gOPs PaT[eI0} sjosse ATA Pure {SUA We} payworpul SAS ) 6661 UI SAIAa 10 SdSUeY posaisrurupe-jpas ur syasse oimdeo you saop 31 — ATU sqSyy 
poso}STUTIpe-J[AS-UOU UT sjosse JO aJeUT}sa ue saprAaosd Yor “(DI dd) PPPUDD Ul SUD] g UOIsUag VOKdT|Gnd epeueD sonsyeis oy) UI poured Byep UO pase aJaM 
syiodas snotAaid ut suonoefoid pure sayewunsg “(sqTYe) Spuny owWoour JUoUIaIMe1 posoisidoI pur SqSAY UI S[aagj josse uo vyep sopraoid Sys oy, ‘posn eyep snoraaid 


oY} URY] dATsuUayosduOd aJOUI ST YOTYM “(S4S) Ajnoag [eloueULy Jo AdAING $s epeURD sonsHeisg WoO eyep Mau JOoTJor LOdaL sty} UT suOTOefoId pue sayeUIsSe OUI, i: 


"SoyB1 PUOG PUR S[AA2] UONNGINUOS pejsafoid ‘soyeI xe} UI sasuBYO 0} aNp WodaI s ,1kdK jse] UI UIAIS osoy) WO AreA sonyea poyoololg 


‘L661 ‘O¢ dy 
Jaye apeul s}usUIIeISe Joy s1oXed 0} UONONpap ay} pomoyyesip pue syuowAed ysoddns pjryo Jo syuatdioas JOJ UOISNOUT aUTOOUT OU} PoeUIWTTA JOSpNQ O66] PULL 


9€ 


SE 


"6661 01 dn a]qQuIIeAr sem oinjIpusdxe xv} SITY} JOF posn eyep syUNODOY o1TGng = 


‘(781 XB} QUIODUT-MOT OY} Ul UONONpel oy) puv s}UNOWR [eUOSJad oY} UI sasvatOUT “3°d) S[ENPIAIPUL SUIOOUI-MO] UO sayel xe} 
sonpel 0} aippd/) Jaspng pup juawaipig INUOUOIT (OT 1240190 BY} pu slaSpNq YYOT O} 3661 OU) UI SasuRYO sIDO]JoI L66] Jaye oNyIpuodxo xe} SIU) UT QUTPOOp OU, 


‘ASOTOPOYIOW MU B SUISN PEsTAds UdEq dAvY SUOTIefoId pue soyeUINS| 


ee 


(GS 


‘yO3pPNq 166] OY) UL poonpoNHUT sem aINsvOUT SIUT, 7 


666] Ul SUIUUTSOq ‘soTTTIGesIp YIM suOsiod Jo UoNeONpa 

Puke sed OY} SPN[OUT 0} [Pos sIy] poevspvolg JoyLINy JospNq 6661 MUL “L66] Ul SuruUTsaq ‘sosuodxa ;eUONIPpe 19A09 0} JIpat sIy) pouspeolg 193pNq /66] 2UL a) 

“LOOT PAN92SJO YNO'9$ OF C67 P$ WO paseq SI DL ey} Yory™ uo JUNOUIe ay} posvaroUT 

aiopdy) Jaspng pun Juawmalwlgy INUoU0IT (OT 1990190 SUL ‘D.LC OU} 10F IIQISI[A USIP|IYD IOJ OOSY 0} dn jo juawaddns v poptaod osye 1a3pnq OOOZ eu, ‘poLaysuen 
aq ued DLC 9Y) WoYyM 0} saATeias JO ISI] oy} Surpuedxe Aq pur ‘Adesoy} dAtsua}xe SuLMbe. spenprarput 0} AjTIQIsI[a Surpuayxe Aq OL ey) peoueyus oSpnq CNT eUL 
‘0007 01 dn ayqeirear sem poyeurNse st sinyipusdxe xe} sIy) YoIyM uodn ejeQ *866] Ul SurUUTBEq ‘—QS‘T¢ Jo JUNOUIe 

WINUITXBUL & 0} SULOUT SSaUIsNq May} IsUTeSse VseIBAOD oIeO YIRoaYy ArejUsUa[ddns J0J suMtuasd Jonpap 0} sJOyesodo-JoUMO payeJOdIooUTUN paMmoT[e J93PNq B66] UL 


67 


87 
"sjosse pjosun Jo onyea 


OY} SJVUNT}SO O} I[MOTJIP ST I Sv “a[QuyIAR SI eYep ON “[RLAJop xv} B UI SI[Nsar YOIYM ‘stseq ponsooe ue uO Jou pue AyOdoId Jo UOTISOdsip oy) UodN poxe} ore suIes [eyIde| & 


“Ys s[qeyLIeyo v se payeuop st Ayodord sup YoOryM ul JUSWASULLIE UP Jo Jed se ‘QOQT ‘LZ Arenige,{ Joye posmboe st Ayodoid 
ou) Jt Aydde jou [yim Aytodoid asn-[euosiod Joy uontsodsip Jo spssdoid powisap pur aseq 1809 pajsnfpe patoap QYO'T$ OU) IY} OS sarnI oy) papuswNe JoSpnq YOOZ 2UL 


‘UOISTOOId YIM sINjIpusdx9 xv} STY} BLUIT}SS 0} B[qL[IVAR JOU ST SassouIsNg payesodiooutun Joy eyeEq 


9 
St 

"SJUSU}SOAUI SSOUTSNG 
[[PUs a[QIST}A JO SIQAOT[OI JOF ajopdy Jaspng pun Juawmaynly MWOU0IT YOOT 1290190 BU} JO JOSpNg YOOT oY} UI SoIMsvot 9pNyoUr Jou saop ainjIpuddxs xe} STU, 


‘OINSKOUT STY} O} SASULYO WO SUN[NSaI suONeZI[esl SuTes [eIIded UI SaseatOUT poyedionur sv [[aM SB SUOTIONPaI dsay} 9[Jol 66] JOYe 

sIN}Ipusdxe xe} SIU} UT SasBOIOUT “(ODT ‘81 19q019Q SATDOIJo ‘JTBY-OUO 0} SPATY}-OM) WO V1 UOISNOUT suTes [eIdeo ay) poonpal JayLINY ajppdy Ja8png pup juawawis 
INMUOUOIT (OOT 1990190 PUL ‘OOOT “87 AreNAGa] BATOaJJo ‘spTY]-OM) 0} SJoVeNb-so1Y} WIJ 9eI UOISNTOUT SuTeS [ede ay) peonpal Jospngq QOOT SUL, ‘s}URUNTETS 

JO JoquInU OY} UT oseaIOUI %OE B pur Ieaf yey) UI poyodas sures yerded a[quxe} JO JUNOW IY} UI BsvaIOUI YEE & SIOITJor 166] JOJ aInjIpusdxo xe} sty} Jo onyea ou, 


ve 


€7 
‘sures [eyideo Jo suONeZI[eol puv sosemM JUSWAOTAUD UT SdsedIOUI JO I[NSAI & SI OYOT O} 6661 Wo asvoiOUT su], om 


“oinyIpusdxe xv} Sty) JO Wed ST sJO[POoM Joy JOSpNgq [QT dU} UI psonpouI asueyo oy J, ~ 


"SOLOS STY} JO AW[HRIOA 0} oNp IdvVAOAR [BOLIO}STY Iedk-doIY) POX] & SB Paye[NoTeo aIe [QOZ 


Joye suonseforg ‘ak1 pue xe] ‘ejoued ‘syeo ‘Aajieq “yeoyM JO} sJoyon aseyoind yseo sapnpour yorym ‘TOOT 0} dn o[quiteae vyep epeuLD sonsneIS UO pose ore sayeUIS| a 


‘woe [Nsfed ainjIpusdxo xv} 9Y} OUT PI1OJOvJ JOU SBA FI “JOAIMOH{ “SIBOA SNOTADIC UT ,J9OISOAT] JO UOTONISap WOI, SWOT Jo PeLIAZOQ,, 
Jepun pepn{oul sem oinppuedxe xv} SIY, ‘SUOISaI JYSNOIpP poquosald urIeLIE UT %C] Ise] ye Aq poonpel UdEq sey PIOY oy} USYM o[qQLITeAR ST 9UIOUT Jo [eBLIAJOp VW e 


a aaa a DDL LTO IE A TET LIE LEDER LS EEE LOCALE ELIE DED CETTE SE TN IIE SEA TLE PALL ETE EBERLE T I IEP TEETER SII IS 


(p.4uo2) sainyipusdxy xe yj, wuIO UT [eUOSIag 
RICLAS 


‘000Z 210Jaq pessadoid jou 1am SUUTRIO YSNOY) USAd ‘sieak asoU) UI peAtaoal sjuawAed Sursgiyenb YIM poyeloosse s}soo 
dU} 1ATJal HHI PUL L6G6I JOJ SaveUNSY PEG] Joye poataoal syuowAed wins-duiny] sanovonel Burcyrpenb J0j BaNdaJo “OSpNq GH6] AY) Ul psonpo.NU! sem UOISIAOId SITY, 


“UOT]D9IA2 [VIIPaJ B JO IwaX a} UT SastI ‘aINIpuadxe xv} dy} JO aN[RA ay} GoUEY Pur “SUOHNGLUOS 

jeontod Jo [Pag] By1 IY) BIep [BSLIOISTY WOI, IDUAPIAP SIDI]JOI YOOT JOF anTeA poyofoid roysty oy] ‘sosuLYO asoy} JOaTJor SpIBPMUO (OT WOY somn3y sy], ‘pomnquyuo0S 
OOTS$ ISA Oy} 0} vat & UT PaNGLNUOD YOTS$ ISIJ OY) Wo WPoId xe] UONNGINUOS jeontjod %¢/ ay) pepuarxe QOOT API] Ul OW SUONDeT_ PpeUR a} 0} SUOISIASY 

‘QO0T ‘BI 19q0190 PANdAIJO “JlEY-IUO 0} SPITYI-OM) WO 

pur ‘QQdT ‘8z Areniga,f aanoayjo ‘sprlyy-0m} 0} SJoVeNb-sary} WOT o7e1 UOISN[OUT sured jeqideo oy} Ul UONONpa sy} SIS9YJOI YOOT JAK xvI Joye somn3y ainjipusdxo xe} 
ay} JO dUI[IAP SUL “OOOT WK xv} JOIJe JURISUOD aq 0} peuNsse ore SUOTBUOP Asay} WO Zursue sures yeyideo oy} ‘sjoyrew [eydeo ur AyPNRIOA JUBIOL UDATA) *9]Gu[TEAP 
A}snotaaid Ou QQOT JAK X¥I JO} LIVP sJoopJor UONROTTANA s 19K JSP] 0} BANPIEI YOOT 105 QINSTy IMO] SUL “VIP XV} QUIOSUT UO pase are SINS YOOT O} L661 PUL 


“\UOUNDOp ST UT papnyout Yodel yeIDeds v UI paprAodd st oANsvOU STUY NOge UONPULOJUT 

JoYLN,] “‘Wposd suoMeuUOp e[quiEIeYO oY) WOIy SUISLE sso] ONAL [PUONIPpe UL ST aay} -suOHBUOP WOT Zursue sures jeqideo 10J a1eI UOTSNJoU psonpes ay} Jo Jeduat ou 
ATuo sopnyour UMOYs sINjIpuadxe xe] OY “PpoyerIedas aq JOUULS SaINSPSUT OM} QSOU} OF suonoefoid pur sayeunse aimpuedxe xe} ay} ‘aouanbesuod & SY “UOJ aye30133e 
ut ATUO 3Ng ‘QQOZ 19K xe} JO SaINsBaUT YIOG JO} [QLITAL SI IVP IWoA SITY] “SoMMSvoUT aso} JO ISI OY} JOJ aiqryreae A[uo sem yep ‘uoneornd s read ysvy JO OUI 

aU) TY “puUrT oANIsUas AT[eoISO[OOe Jo sUONLUOP WO SuIsLE sures [vides JoOJ soURISISse XP} SLURS OU} pasodoid ya3pnq QOOT PULL ‘SeHEeYO o1[qGnd 0} soNtNoes UTeLA9 
Jo suoneuop J0J souRysIsse xe} [e1oads popraoid yey) amMsvou! 1e8pnq 166] 2} juguLULIad ayeUI 0} UONUDJUT S}I PsoUNOUUR JUSWTUIAAOD 2} “[00T “TT 4990190 UO 


66] Ul SuruUIseg IY XBL, WWOdUT oy} UT APUaTeAINbe poyeod s19M ay) sv ‘saTteyo Joyo 0} SUOTRUOP PUL UMOID OU} 0} SITS YIog sepnyjout ainyipuedxe xe} SIL, 


‘0007 “BT 4999190 
JATIOIJO ‘JTLY-SUO 0} SPITYI-Om] WOT PUR “YOOT “SZ ATeNAGE,-J BATIOAJJo “SPATYI-OM} O} sJoyenb-sery) WO eI UOISNOUT suTes [eydeo ay) UI UONONpel at} Je[Jo. 


666 Joye somprpusdxe xe} oy], “anfeA SUTOY advIOAR ay} UT PUL saTes SWOY JO SWINJOA oY} UT SUT[EP B SJO[for 6661 0} L661 Woy anIpusdxea xv} sty) Ul OUT[SeP oY 
"E007 “Te Foquissed 

pure ‘Q0QZ ‘81 12q010Q UaemIaq PoLINdUT sasuadxe ]GISI[9 0} sardde ypos ayy, ‘arqeded astmioyio xv} [eIOpoy PoNpPed O} IWPosd XP} STUY ESN US JOISOAUT 

oreys YSNo)-MOL oY “WWowsesse oreys YSnosy}-Moy vo} JUeNSInd epeuLD Ul poLMoUT sasuadxa uonriojdxe [esoutul porjtoeds Jo %C] JO ayes B ye (S}sM UBY] JoyIO) 
S[RNPIAIPUT 0} JIQLITAL ST JIPOIO XP} JUSWSAAUT a[qepuNfo-UOU MOU STU], -awwpdy 1aSpng pun juawmasvlg IU0Uu0IT YOOT 1240190 EU Ul PsonpoO.NUT svar oINseoU STY L 


“UOT Z$ 01 NOO‘OOSS$ Wo HUN] JUSUNSEAUT 2[QISTTS Ot} Surstes Aq pure ‘IOAOT[OI SU} JOJ BIQISI[a Sossoulsnq 
[[euus Jo azIs oy SurseosoUr Aq ornseour sty] popuedxe ayypdy| Jaspng Pup juawuarpig INUOUOIT (WOOT 19g019Q EYL 393PNq YOOT eU} UI peonpoNUT sem UOISIAOI STULL, 


‘IQOOT Joye JULISUOD UTeUIAI SoTes oUINSsE pur eyeP IOI XP} G66] UO Posed oe suonoalorg ‘sieoA 
soy} 10j suoTeIOd:09 [eyded aNUSA pasosuOods-Inogey] JO sereYs FO safes UO UONPULIOFUL Areurumraid uo pase St [QOT PUP OOOT Ul eIMIIpuadxe xe} SIU} JO ONJLA OY, 


“sreak JUaNbasgns pur B66] JOJ 2ATIDIFJO “SHHT UE OOO'S$ O} PESBoIOU! SBM JPetS oY} OJ J[qIsIyo JUNouIe aseyoind sy] “9661 “S$ 

yore] Joye apeur saseyoind 30 “reaKk Jad EOS E$ 01 NNO'S$ Wor IWPesd IY} OJ d]qISI[a JUNO aseyoind sy) puR %CT 0} %0T Wor Upeso sty} poonpel y3pnq 9661 PUL 
-ginqipuadxa xe} SIU} JO INTLA ay} JO aeUITSa Ue OJ , SatoT[od BoURINSUT aft] O} PorPetd ySesOIUT,, JOPUN yoda sty) Jo UOT}DeS 

ginjipusdxa xe} sWOoUT ayvI0dIO9 ay} deg “WasXs XB] SWOSUT ayeJOd109 IY) YIM SUOT|OLIIIUT JJ SJOY) “S[ENPIATPUL JOF Jolfot Xv} apraoid saop ainsvow siy) ysnouTy 
‘uorstoaid YIM poyeurNse aq JouURS dINyIpuadxe xv} STYL 

“saqed xe] JO UONRINOTeS oy) ur yUsWSN{pe 

uv pue Saad] UONNQLUOS paysefoid pure [enjor JaysIy 0} onp reak \sv] pajuasaid ssoy) uey) Joysry ore yodas s JeaX sty) Ul pojuasaid suonsefoid pue sayeunse oy 
‘0007 UT JEA2T] SIT SAOgeE 

ainipusdxe xe} oy} JO anyea oy} estes 0} pa}oaford st suOMNGLNUOS Ul YIMOIS ‘IaAaMoy ‘EQOT AG ‘SUONNQLNUOS UT asl B ayidsap ‘[QOT Ur [kJ 0} aNIpuadxe xe} oY} 

JO INTRA [eIO} BY} SOSNLd SIU *SoyVI XL} JOMOT O} asuodsas ut Ajdieys sdorp 11 ust “OOOT ©} L661 Woy 219P3S AJQANRIAI SI UONNGLUOD Jo JeT[Op Jed ainjipusdxe xe} sy |, 


aodai sty} Jo UONIPS TOOT up UT poyst{gnd sem yorym ,,“SBUIARG JSWAINIY JOF souwISISSY XP. JO soyeumns| 
aunjipuadxg xe, nye A-juasolg,, Joded oy) ul pauteyUoo st payepnoyed ov Soyeuse esoy} MOY UO UONCULOFUT ayn “ajqereduros ApeJIpP JOU aIB SaBUINSE JO S}as OM} 


6 


8F 


oY 


SP 


14 


(a4 


dy) sny) pur ‘sayPUUNSa MOLJ-Ysed dy} JOJ pasn yey} WoIZ JWosOJJIP SI UONTUTJEP STYL “SUOHNGLUOS § Tedk UDAIB B JO JSOD SUITOFI] BY} Jo[Jor Soyeuse anjea-quasaid oY] o. 


(p.Juod) sainyipudsdxy xB], sWlOoUT [BUOSA9g 


ILA 


“‘Wpeid stuoout-Moy Arequouraddns oy) poyeurwurye puv syrposs asnods-o}-juaTeatmba/jesnods oy} pue wWwpaso peuossad oiseq ay) TIM payeroosse soimyrpuadxe 
XB] OY} PEsvaIOU J99PNQ G66] PUL “6661 “I A[NE 2BANSaHJo ‘s1oAedxe} [[e 0} aINSKOU STy] popud}xe IaSpNq G66] SUL 123pnq B66] ot UI poonpoNuT sem omsvow STULL oo 


“pudsy [ROLIO}STY OY} YIM OUT] UL SI oINjIpUsdxa xv} STU} UT asvaIOUT payoadxe ou, ee 


‘ABVIOAR [BOLIOJSTY IeaA-aIY} B UO pase IL FOYT O} TOOT OF SuONdaford oy} ‘AVIPHR[OA 01 anc] ‘sayeUIsd ayefNdTed 0} posn 

SBM BILP SIU) PUL ‘SaTBYS PSTJISsE[III JO SUINJOA oY} UO TOOT O} LOGI JOF Q[Qu[IeAv sem vIeC ‘SUOTONpep poje[as-soinosar Jo Jasqns v 0} sarjdde sinjrpuadxe xe} STU], 
“sosuodxa UOTIO[AI SNOaUR][SOSTW JaYyIO pue (sexe) Ayodoid 

PUP ISIDIUL OSLSLOUI SUIPNOUT) AOUAaPISAl JOULIOJ JULLA B SUTUTLJUTLUT JO S}SO9 UTe}ID Surpnyour Aq uoONpap esuadxe SurAoul ay) peouryuS 1O3PNQ 8661 PUL 


8s 


Ls 
‘JIPOIO xe} AVT[IGRSIP dU} OJ 


FAIS} USIPIYS IOF YOO"OTS O1 OOO'L$ Woy WUT] UOHONPep ay} pasearoUT Ja3pnq (ODT PUL “OT O} L adv UaIp]TYO 40} 000'r$ ©} 000'E$ WoO pure */ o8e JopuN UoIpTIYO 
JOF 000'L$ 91 OOO'S$ Wor Wu] UOFONpap asuedxe aed pfiyo oy} pasvaoUl JOSpNq B66] YL, ‘ASojopoujour mou k JoatJor Woda sty) Ur suONdeford pure sayeuNsa ouLL 


"1007 Arenuer Sunseys Wduroxa-xe} J9SUO] OU oIe SIOJLUAS PUL JUOUILITIV JO SIOQUIOUI JO} sOOURMOTTY 


'86-L66I IeaK [eos YIM SuTIR}s 
SUT}D9T[09 URSaq epeURD SoNsNeIS YOryM ‘ssurUUIM A190] OOPIA pur OUTSvd UO vIep FO ARI[IGLIeAR JUDIOI IY} SIDITJOI 666] Ul sINJIpusdxa xv} STU] JO aseaIOUT OUT, 


9S 


cs 


rs 
Wo} WNPULIOWIOU! B SB PapN[OUl BIOJo19Y} SI oINSPOW SIU, ‘Spoaoosd Sulfquues pue A19}10] 0} UONLXe} JO JUSUTOTO UL ApeaITe SI s19y) ‘IJNsaI ev SW ‘sUOneZIUeSIO 
Wjo1d-1OJ-JOU pUk SJUAWUIIAOS [eIOUIAOId IO} SpuNy JO ddINOs JUVOdUIT UP ore sJayON AIONO] JO ses dy) WO spadooid ‘uonIppe uy ‘soztid [jews AJdA Surxey 
JO 1s09 sANRISTUTUpE SIR] BY) 0} ONp ‘Aressadou aq OsTe IYSIU B[quxe} 9q JOU Pom sSUTUUIM YOIYM MOTAQ P[oYsery) YW “s1eYon Jo Js09 aseyound oY} JOJ UOTJONpap & 
OPN[OU 0} aavy OSTe JYSIUW II ‘SSUIUUIM JO UOTexe} popnypouT wWojshs yreUYyOUs ou} JI ‘afdurexe 10,4 ‘wore sTy} UT Wayscs xv} yreuryousg Jodoid oy} Surpresei Ayureysoun 
SUIOS SI S194} “JOAOMOH{ “XP} 0} Joolqns puv sWOOUT UI papnjoUr aq Pynom ssuIUUIM Surovs asroY pue AJONO| JO JUNOWE ][e}0}] dy) eID oUINSse sUOTefoId pue soyeuUns” .. 


a 


(p.juod) sainyipusdxy XB y, suIOdUyT [eUOS.Iag 
IROCLAD 


“SIY} 10J SUOSBIA JY} JO UOISSNISIP & 10J 


“(ed ISUlP MMM) JJIS QIAA VDUBUTY JO JUSWAAIEdIg ay} UO IPquTTeAe PUL YNOT Ul paysyqnd ‘suoysalorg/sajnuisy ay) 0] SajONy :Saanpipuadxy xv J 
uonEatgnd ay} 9ag *21qe) ay) Ul UMOYS sanuaddat XB} [[NJ 24} ppatA A[l1essadeu Jou Pynom J1njIpuadxa xe} & JO UONRUIUNTS OY, , 


EL OL 89 LL LL I TE €7 ,Soxe} SUTUTU pur sonpeXos UMOI) 
jo Aj[Iqnonpep-uoU ay} pue IDUBMOT[B VOINOSEI 94} FO yor dull JON 
6661 oco'r 4360 S90'7 ~S si STO'Z~—s—s«SOO'Z—s«SZO'T OOTI O€l'T ,sules [eideo Jo uorsnjour pened 
suononpep pure suonduiaxy 
LS bs as os 8b 6€ 97 S JIpasd xv} SAdtAsas UONONposd OaptA JO WILY 
SOI 09I OSI Cr OrI OCI O01 08 jipess xe) uononpoud oepta Jo wyty Uerpeue) 
S S S S S S S S JIPosd Xk} UONNGINUOS [RINYOd 
066 0S6 S06 698 SOOT 098 06L Ss9 sie Joud 
UI poured yng IJeIA JUILINO UI POUIe[D SIPs Xv} JUSUSOAUT 
ES I¢ Sb OF 6S Ge 9¢ 09 yorq Poles s}Iposo xv} JUSUNSOAU] 
Sol 001 96 76 001 98 6L C8 JIPOsd Xk] JUSUNSAAUT MNUePY 
C6r'l Olp'l Seel S9cI Sort SOT OOLT O80°T WIPoto Xe} 
JUDUNSOAUT JUOUTdOTaAap JeUoULIOdxa pu YoIRIsal SINUSITIS 
S}Ipeto XP] JUOUTJSOAUT 
S}IpItd xB] 
eu ‘eu ‘eu ‘eu ‘Pu ‘eu ‘eu ‘eu sanuas Suryurg [eUONeUIOIUI JOJ xe} Wo Uondwiexy 
‘eu ee ‘eu ‘eu ‘eu ‘eu ‘eu a | suoneiodsoo SuTUT 310 UOT puke suLyuRG 
‘suOTROTUNUIUOS ‘UONeWOdsuUe.) IOJ Xe} YOURIG WOT uonduiaxy 
c€ cE I¢ ag I¢ 6€ 6€ Ip  SUOTUN Ped JOJ eI XB} MOT 
Cl Cr 09 09 = = = - .Sessouisng [[PUS JO ouOdUT [e1ouds UO BRI XP} MOT 
wT we Sit COOL iT SSc6 1 “Ore z <O90'c Ooi. . Gell ourmoyfe Surssadoid pur SuLNjoR;NUe YY 
rae thGe! «6 6C0O?:!CSLS'E CO SSO SST S687 = OT8T <o1eI Xb} Sassoutsng [[PUS 


suOTINpes 9jB1 XB], 


(suol[!u ¢) 


007 £007 TOOT 1007 0007 6661 78661 L66r 


EEUU EEE 


suonsaf01g soyBUlysy 


saunyipusdxy xe yj, swo0ouy a7e.10d.10) 
(AI CLAD 


ty eT Po on ee en 
S S S S S) S 
S) S S S S a 
eu eu eu eu eu eu 
eu eu eu eu eu eu 
g 9 9 y) 9 ¢ 
eu eu eu eu eu eu 
S S S) S) S S 
ce Se SE Se ce SE 
eu eu eu eu eu eu 
eu eu eu eu eu eu 
Oc O€ Ot Oe Oc Oc 
I? 36 SC VC 6C as 
eu eu eu eu eu eu 
eu eu eu ‘eu eu ‘eu 
eu eu eu eu eu eu 
az = = = S S 
cl ol cl ct ct ch 
S) S S S S S 
Oc? OI? sol SIC OST 00d 
S S S OI OC Of 
(SUOTT]IU ¢) 
v007 £007 C007 100d 0007¢ 6661 
Suonsafo1g 


BU eu 
S) S) 
Jie S) 
eu eu 
eu eu 
¢ be 
eu = 

S) S 
OV LV 
BU eu 
BU BU 
I 8 
Of 9¢ 
BU eu 
‘eu eu 
BU BU 
S S 
cl 1c 
S S 
O8I sol 
OV Ee 
8661 L661 

SoyBUllSy 


sjeuorssajoid Aq SulUNOdoR sSIseq-pal[iq JO asn YSnosy} [eLIajoq 
YOOISSAT] JO UOTONNSAp WIJ VWIODUT Jo [eLajaq 

S$JOYo} aseyoind ysed YSNoIY} plos UTeIS WO] BUIODUT Jo [eLIaTaG 
SsuNuNosoe AIOJWUSAUT UT AITIQIX9TJ 

SuNUNOOe SISeq-YseD 

p7SeAdosar ayenbyjyies Jo AypIqnonped 

somnp sulduinp-nue pure surljieasojunos Jo Aiyjiqnonpeg 


S]SNJ) [eJUSUIUOITAUS pure 
UONCUIL[III OUTU 0} SUOTINGINUOD Jo AjIT]IGuONpeq 


5181809 SuIstoApe Jo Sutsuadxg 

g SISeq UONeZITBaI UO UONexXe} sures [eydeD 

/ 980 OJ Q[QRITEAL aOJoq sjosse [eydeo Jo JJO-o}LIM 
9{SLOJDEUOS O} sjuouAed ssoiso1d uo yorqpjoH 
¢SOSSO] JUSWSOAUT ssoutsng a[qeMo[[yY 


somnpipusdxe pajyeyal-doinosal 
pur sjasse [eydeo Jo JJO-9}1IM payelajao0y 
,S1B1419J9 


ssoursngq [ews Ur 
SJUDWSOAUT JINJUDA IO} DOULISISSe [BIOUTAOId JO UONeXe}-UON 


_ PIPoul USTaIO} UT Sesuedxe SuIsTJoApe Jo AMTIqnonpop-uON 
SURO] SUTOURUTJ SSoUTSNQ [[PUIS UO soIO}UT 

_;Pur] eATIsues 
Ajfeorsojoo= pue Aysodoid yesnypno Jo syis Jo Ayjpiqnonpoq 
UMOID dU} 0} SIJIS Jo ATIQuONpsq 
,SUonRUOp e[qeILIeYo Jo AyTIqnonped 
 Uone|dep poureg 


(p,4uod) SainyipusdxyY xe yz, swioouy 33¥.10d.10D 
(I LAB 


<< as i Te 19- 19- ¢S- /suonninsul Zuryei-ytsodap a3ivj Jo [eydeo oy) uo xe} Aresoduiay, 


C8- C8- C8- 08- OL- OL- bL- 89- o-SdoumjouyNUBUT O99BqO} JO syijoid oy} uo xeyNS 
- - —- _ ‘eu ‘eu ‘eu ‘eu _dIeqos XB] OSIOXA JON} UONPIAY 
‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu suoneI0dI09 UMOI_D [eJOpey UTeLIAO JO UONLXe}-UON 
‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu suoneiodsoo yedrorunur pue yeroutaold oj uonduraxe xe} SUIOdUT 
96 +6 06 16 06 €Q OL QQ ,-Suonez1uRs.10 yyo1d-uou I9yI10 JO UOTeXe}-UON 
‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu eu SOILILYO Posd|sIsoJ JO UOTBXP}-UON 
08 SL cL OL 16 86 L6 £6 _Sarorjod DOUBINSUI JI] O} POPS JSoLOJU] 
cLel cick 000°I OCI'T O9T'T S¢o6 S68 098 suieis0id 
poreys Jo yoodsai Ul soUTAOId 0} WOOL Xb} DUTOSUT JO JoJsUeLL, 
Sud} 19TIO 
‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu ‘eu O1JeN [PUONeUIO}UI 


ul yeroMe 10 drys ev Jo uoNneisdo ay} WO} S]USpIseJ-UOU 
Aq poured sulooul Jo xk} OWIOOUT URIpeUuRD Woy Uonduiex| 


6¢ OF VE Ss ce 91 cl SI SWOSUT JsN. JO 9}e1SY 
8S vs IS 8Y CV eV ev 8£ Soo} JUOWOSeULI 
Ss S S ) S S) S) S Ayrodoid yeor Woy sjuoYy 
S Ss S S S S S S soneAOs ddINOSoI [PINIeN 
Ss S =) Ss S S N) S sonedos juauidojaaop pure yoreasay 
EC Go [4 6I 07 iW EJ CI Ayradoid r9yjo ‘asn 0} JYBL IO ‘Jo asn sy} JOJ sonfTeAoY 
O¢ 87 97 ST ae €T VC 07 sonedol yysuAdoD 
sanyeAOl pure sjudy 
OLE Ost See 09¢ S8t O9¢ ose Ore ze VO 
Scl 0cI SII OcI Ocl OST Srl Ol IQep ayv1OdIO9 W9}-SUo| UO 
O8P O9P Orr OLY OOS OIP SOV 06¢ syisodap uO 
}SO1O}U] 
OLC OCT CIC SCC SOC SIc 007 00C SpusplAIqd 
: |X) SUIpPjoyyIM JWapisel-UoU WO suondwoxq 
eu ‘eu eu ‘eu ‘eu gra eu eu SUIOSUT PLIOM ,saTURdUIOS OUBINSUT aft] JO VONLXP}-UON 


jeuoneusszuy 


(SuoT]]T ¢) 


sar ements nrg csr es aR ID 


F007 £007 TOOT 1007 0007 6661 “8661 L66t 


a 


suonoaforg sajyBUlysy 


(p.juo9) saanyipusdxy xe yp, awoouy aje.10d.10+5 
AIL D 


ener enennneeeeneeeeneceeeeceereeceeeeeeceeeeeeceeeeeeeeeeeececeeceeeeeceeeecrneecreceeceeceeecceccecccceccreceeececcceeeceeec ccc SSS SS SSS 
‘eu eu eu eu eu eu eu eu suoneiodi0o UvIpeUe) 


JO sayel[yye USTOIOJ Jo aWIOOUT UO UONduWIexa xe Ty 


eu eu eu eu ‘eu eu eu eu SJosse d[qIsUeIUI JOJ UONONpeg 
eu eu eu eu eu eu eu eu og SHOAOTIOI SuTVS [eydeo Ysnosy) [eLajoq 
S S S S ¢ S Ss S (Uononpep uoHeIodI0o USWSOAUT 
Se O07? O€T Oe? Oe? O&C OIC Sol pePUNJO1 (OYN) UONRIOdIOD JUSUNSOAUT PoUMO-JUEPISOs-UON 
‘eu eu eu eu ‘eu eu eu eu Spueq ueIpuy 0} pred sanpekol Jo AyyIqnonpoq 
eu eu eu ‘eu ‘eu eu eu eu ¢¢Jopso uorsstued) yoafoid apniouAg oy} J0J 
(sjuswAed o1njusa jurof) sanpeor [eroutaold Jo AyypIqnonpeq 
oF a4 (Oi Ov 8E I¢ 67 O€ MP1 Xe} BUISSOT 
SSC SEC csI CEC SSC SOC CsI O81 zGUononpep pueprArp eseuoned 
eu eu eu eu eu ‘eu ‘eu eu suonelodioo yduraxq 
0€9 S19 S09 S6S O8S OLS 09S SVs PlOYsosy 
XB} SUOTLIOdIOD O80] 
OO0e 00€ 067 SOe Oce S6C SLC S9C sosuodxe JUSUIUTe}IOJUa PUue sTeot JO UOTONpep [ened 
OI 9] SI CI LI CI éj al Jeo JUIN 0} parydde sasso] wey 
PEC 087d S8C SOE O8S SCV 09¢ OSte rok yuoLINd oy pat[dde sassoy [edes oN 
SL 08 SOL OCI OEl 001 cI $8 YOR PILUed sossoy [eydes oN 
SrL'€ OPeae S60 “SCLC. S9CE O9T'E SILT C98°T Teo yUo1INd 0} pat[dde sassoy [eydeo-uoN 
OL6 OOT'T OSr'T SEE T cS8 OL8 SéET SC6 yOu Poles sesso] [eydes-uoN 
j¢SHOAO-ALIBO SSOT 
OLT S9¢ OST SEs 0c9 SCV 09S OLE p¢SUOneIodsoo puny yenynut pue 
SUOTILIOGIODN JUOWSIAUT IOJ suTes [eyIdeo sjqepunjoy 
CEE O8r Oss Srl S78 S78 S6L CEs ainyipuedxe JON 
cr9'€ OOC’E. “SPL? OO] _OSTE 0687 SEEE COC C punjel puoprAld 
ice cord Oot OCrO l= S00 l- cre ]- SS6OI- Sec I- xb} AT Hed 
SOC T- S86- S89- OC9- 099- OSS- S8S- SOr- 67oo xe) [ Hed [PUONIPpV 


geSuonesodi0s aye Ald JO QWOSUT JUQUTJSOAUT UO SOxk} o[Qepunyoy 
Z : é : : 
SUI0} TUNPUBIONII]\L 


(suor[|Iu ¢) 


v00C £007 C007 1007 000¢ 6661 78661 L661 


suonsafo1g SajyBUlysy 
I LID I LLDPE LLL DDI LLL PG SLIDE EDDIE DALAL EET CLLEGE DESDE DIE ALLE ELLE IEP DS DS BEE LL ILE IR GE LEGAL PAE IED EET ATELY PEPER TEA EEL N IESE TE ESI EE ICP TE EI 
(p,4uo2) samnyipusdxy xe y auoouy 93e.10d.10zR 


(CAR 


_98N JO sIQuyIeay,, sev suoneotgnd sinjpusdxe xv} Jatpive Ul 0} poLojol sem Woy! SIG] |, 
“AWAOV UONSNNSUOD Jo [ag] ou Uodn ATUeUTLId Surpuadap IeaKk 0} Ieak WY APULOTFIUSIS ayeMIONIJ URS ainjIpusdxa xv} sty) JO JUNOW IY], 9, 


‘sasso] asay} Ajdde 
0} YoTY JsuTeSe oUIODUT Jo ATTTIQeITEAe oY) pure Sasso] JeaX-JUaLINO Jo JUNO oy} Uodn suIpuadap Iva 0} Jeak WO aJeNIONTF ued ainjipuedxe xv} sit} Jo JuNowe sy, ., 
“WID}T [RLIOJaP Yowa JO JUJUOS oy} UO s[IeJap SoeprlAoid suoyIalod {/SAIDUINSA 


ay) 0] SAJON :saannipuadxg xv uoneoygnd ayy, ‘Teak xv} Jaje] & 0} JUSLING dy} WIJ SOX} SUIOSUT JO [BLaJop B MOT[E UONIOS STUY} UF SoINSBOUT XP} OU], | 


‘sJayIeul ONSOWOp 
IO USIOIOJ Iv pajaSie} JoyIOYm sTQuONpap oq prnom Ayadosd Jo ssoursng v Woy aout onpold JO UTes O} PpoLINOU! BIPSw USI9IO} UI Sasuddxe SUISTLIOApR 
‘Wa}sKS$ xv} YIEUIYOUA oY) JOpU_ “‘potusp st sUIOOUT UIA 0} paLINoUT asuedxe Uv JO UONONpep ay} douIs aInyIpuadxe xR} JANVZOU FB Ul J[NSAI P[NOYs JUSWIBAI} SIU, 


.SUMOID 24) 0} 
syd yo AyypIqnonpeq,, Jepun payiodas sem purl samtsuas ATVoIBojose pue Ayedosd [esnyno Jo syrs 0} Sunvyer ainjipusdxe xe} ay) ‘uoneor{gnd sii Jo suontpe sold uy 
“QWIODUT a]qQexe} poyoofoid UI suOneMONY puL oeI Xe} dJe1OdIOO [eJoUes oy} UT UONONpel sy} WO s}[Nset [OT Ul SurTieys sinjIpusdxo xe} SITY} Ul UT[SAP OY 

‘aiqvordde o10ym suoneUT] apn Jossadons 0} Joalqns }raqye ‘UMOP UMPIP 

Zurag are sjood asoy) yey) 1ORJ oy) s}OaTJo1 oINIIpuadxe xv} SIU} JO onTwA SurUTpap oy} ‘I[Nse1 e SY “OGHT “T AreNuUEL Jo se PayeUTUTTS a1OM sjood uoneydap 0} suontppy 
‘QOURMOTTL ddINOSaL B JO UOISTAOId oY} pue sexe) SuTUTU [eIoUTAOId puR saTy[eAOI UMOID Jo AITIQHONpep-UoU sq} UO pase poyefNsyed UIeq sey ainjipuedxe 

Xv} JOU & ‘QIOJAIY I, “AUMOT[L dINOSal vB OpNOUT JOU pynom Inq ‘pred sexe} Sururw [eroutaosd pue sonpeAo1 UMOID Jo UOTONpep MoOTTe P[NOM waisXs xe} yreUysueq Y 


‘0007 SuLINp 
Jfey-suo 0} sJoyrenb-ery} WoO 9321 UOISNIOUT sures [e}Ideo ay) UT UONONpel oy} pue sured eqideo ut asvosour poyooford k& soa]JOI QOOT Ul eAMIIpuedxe oY} JO asBaIDUI OY, 


‘eyep MoU JO ATITIQLTTeAR oY O} B[quingLNIe ore suonsefoid pue sayeumnse s Jak sv] WoI SUOHeLIEA BY 
“SQssouIsng [JeUIs 0) popraoid y%Z] JO aye xe} [eJApPay [LIOUIS JOMO| OY} JOJ 9IGISI[a ore suOTUN IIPetD 


‘paqwUrUTT ATAANeIJo SI aNjIpusdxe xv} oY} a1OJaq ‘Teak JepusTed EOOT SY} UT SUTOOUT Jey} JO UOTIOd v UeA | [IM 

qeak xvi pOOZ oy} UI sWIOOUT SuNIOdal swTY AueUT ‘9% 17 0} PeoNpal ST a}e1 Xk} SUIOUT [eJaUAS OY} USYM “POOT *T Arenuer uo poyeuruntta ATaAoaqyJo SI oinjIpusdxe xe} 
SI] YSNoUITY ‘PsonpoOUT oJaM SUOTIONPA! aeI SY} BIOJaq ‘“IeaA Iepus[ed YOOT OU} Ul SUOSUT JY} JO uoniod ev pauses Iwak xe} [QOT OU} UI sWIOOUT SuNOdar suy AueU 
QOUIS [QZ Idk xv} 1OJ UoNdafosd oy yooyye Aypensed Tuo ‘TOOT ‘T ArenuLL BATIDEJJO AVI Xv} [RIOPJ [e1oU8 oY) UI BBULYO oY} PUL sassouTSN [[BUS JO SWIOSUT [e1IUIS 
dY} UO ALI JAMO] BUI, °%][Z 0} poonpal sem vpeued Ul UO PaLLed ssoutsng sATOR Ue WOI UONeIOdOS ayeAtid poyfonuos-uvIpeULD & Aq poures QO0‘O0E$ PUB 000'00T$ 
Ud9M19Q SUIOSUT UO dJeI XP} BUIODUT dJeIOdIOO [eJOpay [e19UE3 oy) aIepP WY) UO “[OOT “] Arenues eaNdejjo suedEq PUL 193pnq YNOT 24} UI poouNouUR seM sINSPOW SIL, 


“poyeuIUNta ATAATIOAFJo ST aINIpusdxe xe} BY} d1OJaq ‘Ie JepuaTed EOOT OY} UI oUIOSUT Jey} Jo uoniod eb urea [JIM Iedk xe} POOT 94} UT 
guioout Sunsodar sui Auewi ‘%[Z 0} poonpeal st ayes xv} aJeJOdIo9 ye1oues oy) UdYM “pOOT ‘| Arenues UO poyeuTUTTS AJPANaFJo 9q [[IM sINjIpusdxe xe} SI) YSNoyITY 


‘QI IIMOT STU) IOJ d[QISITO 
JWOOUT UT asvardep payedxe Ue WO, s}[NSO1 ZOOT Ul asvaIDap JULITFIUSIS BY] “9}eI Xv} BJeIOdIOS [vI9UES oY} Ul SUOTONpPal Wo sI[NSer TOOT Ul Sunsieys oinjipusedxe 
Xb} oy} UI UONONpel sy, ‘pouied sty} SuLNp ouroouT sqexe) poyoofoid UI asvaOUT adIR] & OF B[QuINqLNe SI YOOT O} L661 WOH ainjIpuadxa xv} dy} UI asvaIDUT OY 


“eyep Areurut[aid UO paseq oe Sa}PUINSE B66] 


nN 


- 


‘syurod a8eyuaoied Z] "| 

Aq Sajel asay} sasted xeyins aye1OdI09 sYL, “POT ‘I Arenuef uo %]Z pure ‘¢Qoz ‘[ Arenuer uo %¢Z “ZOOT ‘I Arenuer uo %CZ ‘TOOT ‘| Arenues uo %/Z 0) YZ WIJ 9121 
xv] aIvIOdIO9 JeIOUEs oy) UT UONONpal oy} Jo JORduIT ay} JOaTJar sIVaX UoNbasqns pure [QZ oJ suoNsefosg ‘peseq oie suonsefoid oy) yorym uodn sa[qeLeA oTWOU0se 
Aroyeurydxe oy} ur saSueys Woy I[NSo1 JWOUNDOP STU} JO UOTIIPe s ,1wAXK sv] Ul asoy} Woy suoTeford oy) UI SOSULYO ‘S}OUIOOJ OY} Ul POJLOIPUT BSIMIOYIO SSOTU) 


SION 


ee 


(p,juo2) saanyipusdxy xe y, auloduy 33e.10d.105 
A CLAG 


‘(L-C6LLLI-099-0 NASD BpeuryD Jo syunossy o1qng oy) ur Ayfenuue poystqnd st ([p6L ‘9 ITA ‘OA 8L61 OWI 

9LOI “9 AP “OZOI-9L6I (O'd .. AOI OpnsoUAG oY} 10J xB], SWOSUT JO UOISsTUaY ay} SuNdedsoy JapsO,,) JOpIO UOISsTUdY spnsioUAG aU} JO 1s09 aU, 

‘OJeI XV] SUOOUT 9}eIJOdIOD [eIaUNs dy} UI SUOTIONpal 

ul-paseyd ay} 0} enp Q00T Jaye Jomo] AT[e19U93 oe suoNdeloid ay], ‘soaresiodood Aq apeut suOIsIOap UO SuIpuadap kak 0} Idk WOT AIBA SPUSPIAIP osvUuONeg 


“Sasso] osouy ATdde 0} yorym Jsutese 

SWOdUT Jo AI[IGe[IVAR oY} ue Sasso] ,sIvaA JOLd puke JUsLIN Jo JUNOW oy} UCdN Surpuadap sea 0} Jeak WO APUROITUSIS JENIN ULd SIOAO-ALIED SSO] Jo yoedut ay, 
“oyVI UOISNIOU! suTeS [eyed oY} UI UOT|ONpel oY} pu oJeI xe} BWODUT aJeIOdIOO [eJoUDs oY) UI sUONONpal 

ul-peseyd op 0} enp QOOT Joye Jamoy are suotoefoid oy], “‘UoNNLysSIp spusprArp ures yeydes oy) ur asvasoUT JUe}IOdUI Ue 0} ANP ae YYZ PUR R66] UI SasevaroUT oUT, 
“qyeI yreuryoUag ou} 

PUL SLIOSUT JUSUNSAAUT UO XB} J UL BY} UIIMJOq BOUSIAJFIP IY} Ul SBAIOUT SY} WIOIJ S}[NSII [OT Joye sInjIpusdxo sty) UT osvaIOUT aU, ‘oyeI YeWTYOUA|Q ZU} JO ssaoxa 
UT SWOSUT JUSUNSOAUT UO pred xv} | Wed OU} ‘OOOT Joye siV9K JO} ‘sv [JOM Sv SLUOOUT JUSUSAAUT UO xvy B[QupUNJar %¢/Z 9 [BUONIPpe oy) sapnyout sinjtpuadxe xe} STUY, 
“SUOTJVIOdIOS Jo afduies B UO 

poseq useq pey sreak snoraaid ul asoy, ‘suonesodioo [je JoJ vyep Jo AypIqeyrear sy) 0} onp suoMeorgnd snoraaid ur uey) JoysIY AT[esoUas ore suoNdeford pue sayeuNsq 
‘0007 “TE 1990190 

Jo ayep Aridxa paynpayds sj puodag papus}xe Jou sem xe} Areroduia} ayy, ‘s}ospnq Juanbasqns ul pepuayxe pue jospnq C66] OY} UI psonpoNUT IsITJ Sem aINSeOUT STYT, 
‘TOOT 9 [Udy sanoojjo ‘SuLIN}OeJNnUeU ODDeqO} WO 

syyord Uo xe} J We WY} JO YE 01 WOp Woy xvpNs ,siomjovJNueUl O99egO} OY} UI BsBaIOUT ay} WO s}[NSaI ZOQT O1 NOOT WO sIMIpuadxe xv} STU) UT asverDUT OUI, 
‘ayeqos JO [¢ AIDAO IOJ QT $ AQ 

SOSSO] XP} SUIOSUT S}I soNpat 0} sarse 0} pey Aueduiod v ‘ayeqal B 9ATA9AI 0} JopsO UT ‘sotuRdurOS Jo dnoss poyeroosse Jad sak sod voli YZ} 0} PoyWT] sem IeQOI OUT, 
‘sorueduioo ourpie Aq pasn fang UONRIAR dy} UO aJeqal xv} asIOXe UB PoprAold ‘QOOT O} L661 SIVA IepU|ed JOJ DATIOATJO SEM YOIYM ‘oyeqal Xe] BSTOXO [ony UONRIAR OY], 


6c 


9 


St 
“OyeI Xe} 


SUIODUT avIOdIOS [eIauas OY} UT SUOTONper UI-paseyd ay} PUL SozeI }SOIOIUT JOMOT 0} ONP WOdaI s Je9K JSLT UL UL) IOMOT ae / 66] Joe SuONIeEfoId pue soyeuNSy “ 


‘SUOTINPa Xk} BUIODUT [eUOSIad 0} ANP YOOT JOY Jomo] ore sUONIOLOIg “IIA JY} UT SULODUT JUSUI}SIAUT JAMO] 0} ONP EQOT UT SouT[Iap 

uonseford ayy, “WosXs xe} atOoUT [eUOSIad dy} 0} SUONROYIpOU s}da]Jo1 IoO9q Jey ASOTopoyjow Mou v Jo asnvdeq WOdaL $ TeX Ise] OY) UT UR) JOYSIY are sajweUMsY 
"SUOISIAOId AJea] pue SNSOUIOp JayI0 UTe1LIGO 

Jopun jduiaxe Jsaraqur pur ‘Joy xB owWooUT ay} Jo (11X)(q)(L)ZIZ YdesSesedgns sopun yduroxa s}uawasuee SuIpUd|-SoNLNIes UTe}IE9 JopuN pred jsasoUT st popnyour 
Os[Y ‘epeueD Ul sjuoprsar Kay] oJam epeUeD UI xe} OWOOUT WOY }dwexe 3q P[NOM Jey} SUOTeZIURSIO JO suOSsad JUApIsaI-UOU 0} pred ysasa}UT sopnyour K10S9}e9 STU. 


‘PaMITAaI Udaq sey AIOS9IVO YI JOpUN PaldA09 suoNdusxa Jo ISI] ay) pue ‘paidope useq 

osye sey sjusuAed Jo UMOpyvalg Po[fejap SOUL Y “SJUSWIAAOIGUT [LOISO[OPOYJOUL J9a]JaI 0] JAPIO UT PAsTAa UIIq aALY HGH] 104 SUONALoIg ‘suONdafo1d YOO PUL 666I 
ay} UO peseg suoNselosd preMmsoy puv premyorq ‘Ajaanoedsal ‘ore FOOT O} [ONT WO pur BHT PUL 66] JOF SaMBL -o[qeimear SI vIep aja;du09 YyoTYyM JO} sIeak OMY 
ISBT BY} “OOOT PUL 666I IOJ B[QeITeAR SUOT|SAT[OD xe} SUIP[OYYIIM pue sjUpIses-uoU 0} s}jusWAed Jo sisATeUR Ue JO SIseq ot) UO pandurod oJaM suONoefoid pur soeWMS_ 
“‘suonNyysuy [eIouRULy 

JO JopusjuLadng ay} JO 2d4JO 9Y} WOA PIA1I99I YOOT PUP 666I ‘8661 JOJ BIEP UO pase MOU ale sIaqUINU SUL °866] UI PsoNpoNUT sem aINsvoUT STU, 


‘pourre}o sesuodxe Sursyeape uodn surpuadap swaX 0} Jeak Woy APURITJUSIs oyenjonyy uvo sINyIpUadx=a xP} STy} JO JUNOW su, & 


‘QInjIpusdxs xv} & BIOJaIOY} SI puv ‘UIa}sAs 
Xv} YARUTYOUS BY) WOLJ UONIASp & sjuasosdal ‘siseq [eniooR ue UO UY} Joys ‘AyIodosd Jo uoNIsodsip uodn sured [eydeo Jo UONeXe) YIM poleloosse [eLIAJOp Xv} OUI, A 


mma nen nnn nnn nnn nnn, nn, eG  EEeee— 


(p,juor) saanyipusdxy xe yy, awoduy 938.10d.10cd 
AILAB 


‘sasodind uoneuoyut 10} Ajayeredas 

polyNUapr st WIT sTy) ‘posuLYO st oAMoNs aeIOdI09 v UDYM suTeS [eyed Jo [eLIAJop ou} yunsad yey} SUOTSTAOId JOAOT[OI SNOLIBA SapnjoUl sINjINIs Xe} YLUIYIUSG 
IY} VOUIS “SUOISTAOId JOAOT[OI SNOLIVA YSnory) sasodind xe} JO uonezifeal Jaap 0} siohedxe} yrued yeyp suorstaoid Aq payoajje SI sures [eyideo Jo UONRXE) OY] 4. 

: ‘suoneiodioo ayeAud 0} ATUO o[qeyTeAe Aqfensn ose YoTyM “waysAs 
UONLIZIIUT SU} JO SJUDUIITS WO JJOUSQ 0} UONLIOdIOS JUSUNISOAUT UL SE sorpryenb yet) UoNeIods09 orgnd v sMoT]e i asned9q aINypuadxo xk} B S9INISUOS sINSBOU SIU, 

‘000Z ‘RZ Areniga, a10Joq OVUT porsjUE SUNLIM UT sJUSWIAsURLIE JO ZULIOYILIPULIT 0} Jans ‘s}USUNSIAUT MOU BOUBUT, O} “S[PAV] IGeP eSPoIOUT IO ‘UONRZIURBIOSI JO 

Kem Aq uey} Jay} ‘sareYs MOU ONSST 0} POMOTIL JOU aIB SOYN SUNSTXe “IBAIMOH *€YOT P40J9G SUISAq Jey) IBdA Xv} JSP] JIOY] JO pus oy} [HUN sNye}s ITY) UleJaI O} popnue 

ale SOYN Sunstxe ‘suonvsado soy) Jo SuLMjONNsai Apopso uv Joy MOTTE OL [TET “S “LT °9 “1007 J's] 1007 ‘pI Sune uo JUassy [eAoY paateded ‘QOOT “LZ AzeNIgey 
Jaye apeul sUOTIIITA JOJ suOISTAOId OYN oy) [eedar 0} JUSUIPUSLU UL PoUTe}UOS YOTYA “(saIMIeIS powejoy PUL JW XBL SUtOUT ay) puswWly 01 19V UY) ZZ-D INA y¢ 


nS Ee 


(p,juo02) sainyipusdxy xe yz, awoouy aje.10d.10) 
(ed ELA G 


‘SIY} 10} SUOSLIA IY} JO UOISSNdISIp & 10J 
‘(BOIS UIP MAM) IIS GAA DULUTY JO JUaUAEdaq ay) UO aIquTIVAe puK (YQOZ UI paysTqnd ‘suoysalorg/sawuysy ay) OJ SaJON :saanppuadxy xv] 
uoRneatgnd ay} 99g *37qe} a4) UI UMOYS Sanuadat xe} [[NJ 9Y} Ppt A[Lressadau JOU pNOA ainjIpusdxe xe} B JO UONeUTUNTTI By, 


* 


‘eu ‘eu ‘eu ‘eu eu ‘eu ‘eu ‘eu SUOTJeZIULSIO }1yOId-uoU Aq apew sotddns ureysa5g 
eu eu ‘eu ‘eu ‘eu eu eu ‘eu SOOIAIOS [RIOURUT] OTSOWIOG 
OOT C6 06 C8 O08 08 06 06 SPOTAIOS UONIE[[OO aseqies sIseq pur IaIe 
SCC OC S6l Sol O6l SLI SOI O9T SuTUNOSOe poyouw YIN? 
O8I OLI O9T SSI OST OVI Scl OcI Sossoursngq [[eus oJ uondurexq 
OI col S6 [6 06 08 CL CL Jisuen [edrorunyy 
SI cI cI Ol Ol Ol Ol Ol , S110} 98plig pue prod ‘AL. 
ST 0 07 07 07 CI cI 07 SQOIAIOS pre [esa] 
SLI | SSI OSI Oval OVI Oel Oe! /SOdTAJas [euOsJod pue oreo piryD 
SCE Sie. S6C S8C OLT SSC OVC OVC  {(UOnIN}) seotAJos UoRNRONpY 
SLS SVS SIS 06r O9r OSL OcV SOV 7 SPOTATOS o1e9 Yeo 
09r'T S8e'l OIE | Ove | CLI I OST'I SOT 090°T (W8]-SUo]) UAT [eNUSpIsoy 


SIDIAIIS PUB SPOOs 1dUIDXI-xB J, 


eu eu eu eu eu eu eu ‘eeu SIOIAIOS [RIOUBUT] Pojel-O197, 
eu eu eu eu eu eu eu eu suoneyoduit ayqexe}-uoN 
S S S S S S S S sioyiodxe Aq opeul saseyoind poyes-o1az ureVI9< 
S S S S S S S S saseyoind pure sjonpoid ys pure jemmynousy 
Orl Oe! Scl OCI CII OL SOI $6 pootAsp [eoIpoy| 
09¢ OE OE OLE C6C S8C OLC OST (Ssnup uondiosalg 
068°¢ 099°¢ Orr'e CCE O61 S90°€ OL6 7 O8L°T /SOHO00I8 Ise g 


SIIIAIIS PUL SPOOS PI}¥.1-0.197, 


(suory]Tu ¢) 


a ee a Fe Be ee 
007 £007 C007 L00¢ 000¢ 6661 8661 L661 


suonzafo1g sajyBuUys 


SS a a TEED P DELETE IDI OI TELE ILE AIEEE DIRT ALLL ELE LLL ELE LILLE OI LE ELE EISELE ES REI, 
Soinyipusdxy xe LS9 


€ qe L 


eee eel 


‘eu ‘eu "e'U ABU ORC eu ‘eu ‘eu Aysrodoid [eal asn-[euosiod J9y}0 pue [eNUSpIsoy 
071 O1l 001 re) 001 06 08 OL _ Sdouued pur soaXojdurs 0} ayeqoy 


OSI Or O¢l O¢l O¢l OCI CII OL ,)Sesuadxe JUSUIUTeLIOJUS PUR STRoTA] 
SuId}I WINpuBIOUI] 


6 Wes 090°¢€ 000°€ Sr6 7 068°C OS8°C 098°7 C88°C ep iPeD LSD 94L 
S}IPIID XB] 
S) S S S S) S) S S _ JUSWIULIIAOS-J]Os [BUISIIOGY 10} sayeqoy 
cS Ss Os Os Ws Ws cP ch o SUOHZTUBBIO I1Jo1d-UOU OJ saeqoy 
STC SIC OIC 007 S6l 061 CLI OSI op SOHNPYO IOf sayeqoy 
09 09 09 09 09 09 cc cr 11 “9182891109 JOJ SoEgoY 
Srl Srl Sal Srl Srl OrI SII SI 11 OPSOUISIOATUN IOF SopEQoY 
SEE CEE CEE CEE SEE Cre OIE 067 11 9 SIOOUSS Joy SaeqoY 
Oe O€e Occ Oe Oe SCE S9C OST 11 “9 SLeudsoy 10} sayeqoy 
079 0c9 0c9 0c9 0c9 0c9 OTS SOS 11g SOUNediorunur Joy sayeqoy 
$8 08 cL 08 O8 08 ce 69 <SUOTBPOWWIOIIV UO SJOUSTA UBIDIOJ OJ IVGOY 
OV OV Se ce cE O£ Of O¢ ,Suonninsul 
' Sutdjtyenb Aq apeul saseyoind yoo Jo} a1eqoy 
09 gs OS OS cl ‘eu eu eu /ayeqal Ayiodoid [eUal [eEHUSPISOI MON 
SOL OOL 099 S19 CLS OSs 00S SIS ooleqal SuisnoH 


Saveqal xe], 
(SUOT][IW ¢) 


a 


F007 £007 7007 1007 0007 6661 8661 L661 
suoysafoig SayBUlsy 


SS Ls 


(p.juo?) saanyipusdxy xey LS9 
€ F19RL 


‘UOHONpep Sfoo} ,sorueysow sfotyaa soruaidde ay} sapnfour Woy! SIU, ., 


"Wa}SAS XB} BUIODUT 9}e.10d109 


pur [euossod ay} 10} poyiodas suonsafosd pure soyeuse oumrpuadxe xv} ay) YIM poyesSoqUT APYSN st somn3y amyrpusdxo xv} ay} sALap 0} pasn yoeosdde jeouaumu oy], ;, 


“‘eyep xe} QUIOOUL jeuosiad UO posed o1e S}SBOOIOF PUL SOJVUITISS QSOy [, a 


‘eIep VAe.NSIUTUIpe AUS Y SNUdADY pur SWIOJsSN_ vpeuURD UO paseg oie soyeqal oY], ‘SANIATIOR 

JUSWIUIOAOS-JJas JOJ porNboe saorAsas puk spoos JO} punjol [SH & JO} SuIprAaosid JuoUseASe ue IAvy IVY} SJUSUUIIAOS [RUISLIOGY 0} PosdJJo oe sayeqor aso], E 
‘0007 40} poyeurNse sonjea oy} Ayduuts ose sieak yuRAg|er ay} JOJ sanea paydeford ay} ‘suOIsIOep AreJOSpnq [eIoUTAOId Aq poousNtfut SI Sayeqal asay} JO oneA aq} 2dUTS 
"$9]VQI ISO} JO SUOTSTADI 0} 


Ped PJLP SANVISIUIUIPE JUIIAI SIOU JO SN IY} “Sasvo BWOS UJ “eJep dANeIsIUTLUpE AQUDSY SNUDSADY pure swO}sND epeuLD UO paseg ore sayeqar Apog 101998 dI;qnd au, ae 


“UOTJVULIOJUL JUIIII DIOUW JOOTJor 

0) palepdn uaeq sey 166] SULINP pajonpUuod WIRISOIg BeqQax JOUSIA IY} JO MIIAI v JO Wed sv Paatiap sem YOIYM ‘onjIpuadxe xv} sty) SuNLUTSe I0J KZo;opoyew oy], 
‘9661 19q0190C UI poonpoUI sem a}eqQaI Yoo au 

‘0007 “LZ Areniga,j Joyye SUTOUSWUIOD SUOTBAOUAL [BENULISGNS 10 UONONSUOS MoU IOJ I9SPNq QOVT OU} UI poonpouT sem ayeqar Ayodoud [eUaT [eNUEPISA MOU SIL], 
‘epeuey sonsneig Aq poplAoid UONeULIOJUI UO paseq SI aJeGaI SuIsnoy sy, 

"Wo}sAs xe} YeUTYOUaG ay} Jo Wed st UONeXe) WOY AUNT [PUOTNINSUOD s UMOID oY} — samNrpuadxa xv] sv PapIOdEI JOU ae S]USWIUIOAOS 0} pred sayeqoy 

"L66[ UL aspug UONRIapsyuoD oy} Jo Suruado oy JoTJo1 AvU aINIIPUadx9 Xe} SITY} JO UOISTADI premdn sy, 

*xe} 0} Joalqns sarrpowutos Jo uoNsOdoid oy) UI aSuRYO v JO I[NSAI & SB PILMUMOP POSIASI SEM aINITPUddXd xe} STU, 

“ASO[OPOYJOU! sJUNOSOY [PUORN Ul VSuLYO & JO }[NSoI B SL PILMUMOP PastAdl SeM oINITPUsdXe xe} STU, 


‘suonoaloid pue soyeuise ay) UI SasueYd JURITFIUSIS 9snvo Uvd sayepdn ssay} ‘sased 
oWOs U ‘SJUNODIY oINyIpuedxgy pue swWOooUu] [PUOTN dU} JO asvayai jsaqe] oy) pur (Wa}skS UONROIFISse[Q ATSNpUT ULOLIOUY YON ay) UO paseg) epeuRD sonsneis 


wo sepqe} indyno-yndur feuoNeU 66] Oy} UO paseq Mou SI pur payepdn useq sey suONdafod pue sayeUITse asoy} dIeIDUdS 0} pasn Japou aseq [SH [euoNeLU oy], 


‘SOION 


IO LESTE TELA ALE TLE IIA LEED ALAA L LI IED ODE DIDEROT BELLIED OIE LEP ILE PEA ALTE DEBE EES EAE IEE DO SAE LCI LITLE TEI NOPE EC SEE SOI TES IS SE SETI 
(p,juod) samnjipusdxy xey, LSD 


€ 9921 


PART 2 


TAX EVALUATIONS AND RESEARCH REPORTS 


as ‘ . sie is 


: one ey 


oe 
| 


. 7 


mapas Fat 


whe jun Dé sy Ae ee 


i Hee YAS nse m = Sen ten seg a ee i ek 
a f — a A Zz 

: a aces a -=_) (ue) an peer 99 Ga ee 
(—_ >see enn seers et “aA 2© PSlsO part wT — . 
: ein aan di oe ei , eT —_ 
« bs ® 
; i r= > are Gneis Se hay eS > 

2 =) 

oe ay soe 8 aia te we 


a ; ae eye: = dl 7 ; seg 


THE IMPACT OF THE CANADA CHILD TAX BENEFIT 
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EXECUTIVE SUMMARY 


Since July 1998 the Canada Child Tax Benefit (CCTB) has been the key element of 
federal assistance to families with children. It has two components: a base benefit and the 
National Child Benefit supplement (NCB supplement). 


In 2002 families with net income under the threshold of $32,960 receive a base benefit of 
$1,151 per child, with additional amounts for children under age 7 and for families with 
more than two children. With income over the threshold, the benefit is reduced, though at 
a rate low enough to ensure that middle-income families receive a measurable benefit. 


The NCB supplement is the federal component of the National Child Benefit (NCB), a 
joint federal-provincial-territorial initiative. The supplement is targeted at low-income 
families, providing over $1,000 per child for families with net income under the 
$22,397 threshold in 2002. It is reduced with income above the threshold, and is 

fully phasedout when family net income exceeds $32,000. 


This paper illustrates the direct effect of the CCTB on the incomes of Canadian families 
with children. The 1996 Child Tax Benefit (CTB) is compared with the 1999 and 2004 
configurations of the CCTB. The parameters of each system are applied to the 1999 
population, enabling a comparison while holding everything else constant. 


Using this methodology, this paper shows that: 


= The CCTB substantially increases the level of federal child benefits going to 
Canadian families. Between 1996 and 1999 benefit increases were focused on low- 
income families. For example, families with income under $20,000 receive benefits 
of about $3,000 under the 1999 CCTB, about 50% more than under the 1996 system. 
Between 1999 and 2004 benefits continue to rise, but this time enrichments extend 
further up the income range. 


= The CCTB has a positive — and growing — impact on income distribution. As a result 
of the 1996 CTB, over 30% of the families with under $10,000 in income (before 
child benefits) move into the $10,000 to $20,000 income group. With the 1999 
CCTB, this increases to over 38% and with the 2004 parameters it reaches 42%. 


= The CCTB reduces the incidence and depth of low income for Canadian families. 
Without child benefits, 16.8% of families would have been below Statistics Canada’s 
After-Tax Low Income Cut-Off (AT-LICO) in 1999. The 1999 CCTB reduces the 
share to 13.1%, and the 2004 CCTB further reduces it to 12.4%. In addition, with the 
2004 CCTB the average income increase for families remaining below the AT-LICO 
is $3,445. 
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Introduction 


Since July 1998 the Canada Child Tax Benefit (CCTB)' has been the key element of 
federal assistance to families with children. It is an income-tested benefit that has 

two components: the CCTB base benefit for low- and middle-income families, and the 
National Child Benefit supplement (NCB supplement), which provides low-income 
families with additional benefits on top of the base benefit. 


The CCTB base benefit assists both low- and middle-income families with the expenses 
of raising children. 


The NCB supplement is the federal component of the National Child Benefit (NCB), 
which is a joint federal-provincial-territorial initiative. The NCB initiative has three main 
objectives: to help prevent and reduce the depth of child poverty; to promote attachment 
to the labour market; and to reduce overlap and duplication by harmonizing program 
objectives and benefits across governments. 


The purpose of this paper is to illustrate the direct effect of the CCTB on the incomes of 
Canadian families with children. A more comprehensive evaluation of the NCB — both 
the federal NCB supplement and the provincial/territorial component of the program — is 
currently in progress, coordinated by Human Resources Development Canada. 
Appendix 2 provides a brief description of the NCB evaluation. 


This paper describes the evolution of the CCTB, from the previous system of assistance 
to families with children through to the mature CCTB system that will be in place by 
2004. It then presents simulation results from Statistics Canada’s Social Policy 
Simulation Database and Model demonstrating the impact of the child benefit systems 
in 1996, 1999 and 2004 on the level and distribution of family income. 


Evolution of the CCTB 
The Child Tax Benefit 


In 1993 the Government of Canada consolidated the previous system of child tax credits 
and the Family Allowance into the Child Tax Benefit (CTB), which provided a monthly 
payment based on the number of children and the level of family income. The CTB had 
two parts: a base benefit, available to most Canadian families,” and the Working Income 
Supplement (WIS), which applied to family earnings over a limited income range. The 
WIS helped offset some additional costs that low-income earners with children incurred 
when working. Unlike the base benefit, the WIS was payable on a per family basis. 


' Appendix 1 contains a list of acronyms and their definitions. 


: Throughout this paper, “families” refers to families with children. 
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The 1997 budget restructured the WIS by providing benefits on a per child basis. It was 
also enriched: the maximum amount paid for the first child exceeded the previous 1996 
maximum WIS per family benefit. 


The Canada Child Tax Benefit 


In July 1998 the CTB (the base benefit and the WIS) was replaced by the CCTB, 
consisting of the CCTB base benefit and the NCB supplement. The CCTB base benefit is 
identical in structure to the CTB base benefit that it replaced, but the NCB supplement is 
quite different from the WIS. Whereas receipt of the WIS required employment income, 
the NCB supplement provides a universal benefit per child to all families with incomes 
below a threshold, above which it is phased out. 


The NCB supplement is the federal component of the NCB — a joint initiative of federal, 
provincial and territorial governments.* The NCB was designed with the following 
three objectives: 


a) To help prevent and reduce the depth of child poverty. 

b) To promote attachment to the labour market by ensuring that NCB recipients are 
better off as a result of working. 

c) To reduce overlap and duplication through closer harmonization of program 
objectives and benefits and through simplified administration. 


Under the NCB the federal government provides supplemental benefits to low-income 
families with children. For families receiving social assistance in most provinces and 
territories, these federal benefits replace part of their social assistance payments.’ This 
maintains the level of cash transfers going to families on social assistance, while 
increasing payments to low-income working families. Provinces and territories reallocate 
the newly available social assistance funds into benefits and services that further the 
goals of the NCB. Examples include supplementary health benefits and day care 
initiatives. The provinces and territories also spend additional funds — on top of the social 
assistance reinvestments — on these NCB programs and services. 


i) The Government of Quebec has stated that it agrees with the basic principles of the NCB. It chose not 
to participate in the NCB because it wanted to assume control over income support for children in 
Quebec; however, it has adopted a similar approach to the NCB. Throughout this report, references to 
provincial positions do not include Quebec. 


ii) Many First Nations also participate in the NCB. 


In 1998-99 New Brunswick and Newfoundland and Labrador chose not to reduce social assistance 
payments by the amount of the NCB supplement. New Brunswick continued this policy in 1999-2000. 
In 2000-01 and 2001-02, Newfoundland and Labrador, New Brunswick and Manitoba did not recover 
the NCB supplement increase. 


As part of the Budget 2000 Five-Year Tax Reduction Plan, the CCTB was fully indexed 
for inflation effective January 2000, and further enhancements to both the base benefit 
and the NCB supplement will continue to be made until 2004. As a result of indexation 
and other enhancements, CCTB expenditures for the 2004 benefit year are estimated at 
$8.7 billion, up from $5.1 billion in 1996.° 


Structure of Benefits 


Table 1 indicates the structure of the federal child benefit programs for the 1996, 1999, 
2002 and 2004 benefit years. To supplement the table, Appendix 3 contains a chronology 
of changes to federal child benefits from 1997 to 2004. 


The Base Benefit 


The top panel of Table 1 describes the base benefit in each system. For example, the 

first column indicates that the 1996 CTB provided a maximum base benefit of $1,020 per 
child, with an additional $75 for the third and each subsequent child, and an additional 
$213 for each child under age 7. Families with net income below the threshold of 
$25,921 received the maximum benefit. Benefits were phased out at a rate of either 2.5% 
(for one-child families) or 5% (for families with two or more children) of each dollar of 
family net income above the threshold. 


For instance, a two-child family with one child under age 7 could have received a 
maximum base benefit of $2,253. If this family had net income of $26,921, ($1,000 
above the threshold) it would have had its base benefit reduced by $50 (5% of $1,000), 
resulting in a total base benefit of $2,203. If the family had net income of $70,981 
($45,060 above the threshold) it would have had its base benefit reduced by $2,253 (5% 
of $45,060). That is, this family’s base benefit would have been completely phased out. 


The base benefit, threshold and reduction rates were the same in the 1999 CCTB as they 
were in the 1996 CTB. By 2004 the maximum benefit per child 7 years of age and over 
will increase to $1,195° for a two-child family. The threshold will increase to $35,000 
and the benefit reduction rate will be reduced to 2% for one-child families and 4% for 
families with two or more children. 


nn 


The CCTB benefit year is not on a calendar-year basis: benefits are adjusted each year in July based on 
income reported on the preceding year’s income tax return. Therefore, the estimate of $8.7 billion refers 
to the period from July 2004 to June 2005. The estimate of $8.4 billion shown in the tax expenditure 
tables is based on the 2004 calendar year. 


an 


Annual inflation of 2% is assumed for 2002 and subsequent years. This is in the midpoint of the Bank of 
Canada’s target inflation band. 
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Supplemental Benefits 


The bottom panel of the table describes the WIS and the NCB supplement. For example, 
the first column indicates that the WIS added 8% to employment earnings above $3,750, 
up to a maximum of $500 per family, and that the supplement was reduced with income 
above $20,921. 


By 2004 the NCB supplement will provide a maximum benefit of $1,342 for the first 
child, $1,128 for the second child and $1,048 for each additional child. Families will 
receive the maximum benefit until family net income reaches $23,256. After that the 
NCB supplement will decline at a rate of 11.4%, 21%, and 30% for one-, two- and three- 
(or more) child families respectively. As a result, for families with three or fewer 
children, the 2004 NCB supplement will be completely phased out once net income 
exceeds $35,000. 


Table | 
Federal Child Benefit Program Parameters 
1996 1999 2002 2004 

Base benefit CTB CCTB 
Benefit per child* $1,020 $1,020 $1,151 $1,195 
Supplement for third and each 

sdditoonl child $75 375 $80 $83 
Supplement for children under age 7° $213 $213 $228 $237 
Threshold* $25,921 $25,921 $32,960 $35,000 
Benefit reduction rate® 

One child 2.5% 2.5% 2.5% 2.0% 

Two or more children 5.0% 5.0% 5.0% 4.0% 
Supplement WIS NCB supplement 
First child 8% of employment $785 $1,293 $1,342 
Second child income above $3,750, up $585 $1,087 $1,128 
Each additional child to a maximum of $500 $510 $1,009 $1,048 
Threshold $20,921 $20,921- “$22,397 ~ S23256 
Supplement reduction rate 

One child 10.0% 11.5% 12.2% 11.4% 

Two children 10.0% 20.0% 22.5% 21.0% 

Three or more children 10.0% 21.9% 32.1% 30.0% 


Note: Amounts shown are in current dollars. Annual inflation of 2% is assumed for 2002 and subsequent years. 

a The CCTB base benefit is slightly different in Alberta, where the amount per child varies by age. Total benefits paid are the same. 

b_ This is reduced by 25% of child care expenses claimed for these children. 

c Families with family net income under the threshold receive the full benefit. Each dollar of family net income above the threshold 
reduces the amount of benefits received. 

d This is the rate at which income above the threshold reduces benefits. For example, in 2002 a family with two children and an 
income of $33,060 would have its benefits reduced by $5 (5% of $100). 


The combination of the base benefit and the supplement will be much higher in 2004 than 
it was in 1996. For example, the maximum benefit for a two-child family with one child 
under age 7 is $5,097 with the 2004 configuration of the CCTB. This is nearly double the 
maximum 1996 CTB benefit of $2,753. 


Diagrams | and 2 illustrate the 1996 CTB and the 2004 configuration of the CCTB. 
These diagrams make clear the progressive nature of federal child benefits in Canada: 
low-income individuals receive an extra benefit (the WIS or NCB supplement), which is 
phased out quickly after net income exceeds approximately $20,000. The base benefit is 
also progressive, although the phase-out rate is much more gradual. 


The diagrams also provide a visual comparison of the level of federal child benefits under 
the 1996 CTB and 2004 CCTB. The average benefits paid to recipient families increase 
significantly in 2004; in addition, many more families are eligible for benefits. 


Diagram 1: CTB (1996) Benefits as a Function of Family Net Income 
(Two-child family with one child under age 7) 
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Diagram 2: CCTB (2004) Benefits as a Function of Family Net Income 
(Two-child family with one child under age 7) 
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Amount and Distribution of the CCTB 


This section compares the 1996 CTB with the 1999 and 2004 configurations of the CCTB 
according to the average benefits paid to various income classes, and the resulting change 
in the income distribution of families with children. 


The comparison points were chosen for the following reasons: 


= The starting point is the last year before federal child benefits began to be enriched in 
the late 1990s. In 1996 the WIS was still in place; there was no NCB supplement. 


= The midpoint, 1999, is the final year before full indexation of the CCTB and other 
enhancements came into effect. 


= The end point represents the mature CCTB — all changes to benefits, income 
thresholds and reduction rates legislated after 1999 will be in effect by 2004. 


The numbers in the charts and tables in this section were produced by Statistics Canada, 
using the Social Policy Simulation Database and Model (SPSD/M), a micro computer- 
based product designed to assist in the analysis of the financial interactions of 
governments and individuals in Canada.’ It can assess the cost implications and income 
distribution effects of changes in the personal taxation and cash transfer system. The 
SPSD is a non-confidential, statistically representative database of hypothetical 
individuals in their family context, with enough information on each individual to 
compute taxes paid to and cash transfers received from the Government. The SPSM is a 
static accounting model (i.e. it does not consider behavioural feedback effects) that 
processes each individual and family on the SPSD, calculating taxes and transfers using 
legislated or proposed programs. 


Throughout this section, families are classified by income group. The income measure 
includes all forms of revenue received by a family except for CCTB (or CTB) benefits.” 


The definition of “family” is a nuclear family: a married couple, a common-law couple or 
a lone-parent living together with their children under the age of 18. A married child and 
his or her spouse living in the household constitute a separate nuclear family, as does a 
child with his or her own children living in the household. 


The simulations were performed by Statistics Canada, but the assumptions and calculations underlying 
the simulation results were specified by the Department of Finance. Therefore, the responsibility for the 
use and interpretation of these data is entirely that of the Department of Finance. 


Note that CCTB payment amounts, as displayed in the previous section, are calculated based on family 


net income for tax purposes. Net income is obtained by deducting certain work-related expenses from 
total income. 
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How Are the Child Benefit Programs Being Compared? 


In order to isolate the effects of the three benefit programs (1996 CTB, 1999 CCTB 
and 2004 CCTB), the sample population is kept constant, based on 1999 demographic 
data. That is, the analysis applies the parameters of each of the benefit programs to the 
1999 population, enabling a comparison of the three programs while holding 


everything else constant. All program parameters and other amounts are converted to 
1999 dollars. 


Since 1999 demographic data is used, the results for the 1996 CTB and 2004 CCTB are 
hypothetical. They represent what these program configurations would have meant for 
the 1999 population had the 1996 CTB (or 2004 CCTB) been in place. In the interest of 
readability, the discussion below is kept almost entirely in the present tense, despite the 
conditional nature of the analysis. 


Amount and Share of Benefits to Various Income Classes 


Chart 1 displays the average amount of federal transfers in support of children provided 
to families in various income groups. It clearly illustrates the increase in federal support 
to low- and middle-income families resulting from the replacement of the CTB with the 
CCTB, and its subsequent enrichment. 


Chart 1 
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Chart | also demonstrates the impact of the benefit reduction rate for families above the 
threshold. After family net income exceeds the threshold ($35,000 in 2004), CCTB 
benefits gradually decline. The reduction rate is low enough, however, to ensure that 
middle-income families receive a measurable benefit. This is consistent with the role of 
government in promoting taxation fairness and equity among individuals with different 
family circumstances. 


The chart indicates that families with between $10,000 and $30,000 of annual income 
receive more federal aid than families with less than $10,000 of annual income. However, 
this is not due to the parameters of the CCTB. It occurs simply because families with 
incomes between $10,000 and $30,000 have slightly more children, on average, than 
families with incomes of under $10,000 in the 1999 population that is used. 


Since the NCB supplement is targeted at low-income families, the proportion of 
aggregate CCTB benefits received by this group is much higher than its share of the 
population. Table 2 compares the share of families in four different income classes with 
the amount and share of aggregate benefits paid to those families under each of the 
program configurations. 


Shee Families With Children and Share of CTB or CCTB Benefits by Income Class 
Share of Share of 1996 Share of 1999 Share of 2004 

Total income __ families CTB CCTB CCTB 

(%) ($ billions)* (%)  ($billions)*  (%) ($billions)*  (%)” 
Up to $20,000 153 1:2 234 1.8 29.8 fap) 205 
$20,001 to $40,000 el.) 1.9 36.1 a 38.0 2.9 36.3 
$40,001 to $60,000 21.9 Lid oo) 12 206% 1.6 20.2 
Above $60,000 41.1 0.8 15.8 0.7 bhS es. 15.9 


Note: Shares are based on a 1999 population distribution. 


a 


Amounts are in 1999 dollars, so benefit increases due to inflation are not shown. 
> Numbers may not add to 100% due to rounding. 


The table is read as follows: the first row indicates that 15.3% of Canadian families have 
income (net of child benefits) up to $20,000 in 1999. Those families receive a total of 
$1.2 billion in 1996 CTB transfers, or 23.1% of the 1996 total. They receive $1.8 billion 
in 1999 CCTB transfers, or 29.8% of that year’s total. Finally, they receive $2.2 billion in 
2004 CCTB transfers, or 27.5% of the total. The first two rows of Table 2 indicate that 
families with income up to $40,000, who make up less than 40% of Canadian families 
with children, receive about 60% of aggregate benefits under the 1996 CTB and about 
two-thirds of benefits under the 1999 and 2004 CCTB. 


Table 2 illustrates how federal child benefits paid to various income classes evolve over 
the 1996 to 2004 period. Between 1996 and 1999 the introduction of the NCB 
supplement increases both the amount and share of total federal child benefits going to 
families with up to $40,000 income. Between 1999 and 2004 benefits continue to 
increase; this time the enrichments extend further up the income range, bringing more 
families into the program. This necessarily reduces the share of total benefits paid to 
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families with income up to $60,000. As Table 2 indicates, however, all families are better 
off as a result of these enrichments. 


Impact of Child Benefits on the Income Distribution of Families With Children 


This section demonstrates the direct effect of the child benefit programs in 1996, 1999 
and 2004 on the distribution of income among families with children. Since the 
provincial/territorial component of the NCB also affects income distribution, it is more 
informative to consider the joint effect of the CCTB and the NCB than to consider the 
CCTB benefits in isolation. Recall that the NCB supplement replaces part of the social 
assistance payments made by the provinces and territories. The social assistance 
recoveries are then reinvested in programs that benefit low-income families with children 
while promoting attachment to the labour market.’ 


Results reflecting both the CCTB and the provincial/territorial component of the NCB are 
labelled “CCTB/NCB.” The analysis considers only the direct effect of the cash transfers. 
The impact of the NCB on family incomes due to increased participation in the labour 
market is not taken into account. 


Chart 2 shows the distribution of family income excluding all federal child benefits and 
the provincial/territorial component of the NCB (the “No Child Benefits” case), and 
under each of the three child benefit program configurations. It indicates that the direct 
effect of the CCTB/NCB is to raise families out of the lowest income classes and into the 
$30,000 to $60,000 income range. 


While it shows the final net impact of child benefits on income distribution, Chart 2 
masks a lot of the underlying movement up the income scale. To illustrate the extent of 
this movement, Chart 3 shows the shares of families that move into a higher income 
group as a result of each of the three benefit programs. For example, the first three 
columns of Chart 3 indicate that 30.5% of the families who have under $10,000 in 
income in the “No Child Benefits” case move into the $10,000 to $20,000 income group 
as a result of the 1996 CTB; with the 1999 CCTB/NCB, 38.5% of the families with under 
$10,000 in income excluding child benefits move into the $10,000 to $20,000 income 
group; and the 2004 CCTB/NCB raises the share of families moving out of the under 
$10,000 income group to 42%. 


* Approximately two-thirds of the social assistance recoveries are reinvested in direct cash transfers 
(such as employment income supplements). These cash transfers are considered in the income 
distribution analysis, but in-kind benefits, such as supplementary health benefits and child/day care 
initiatives, are not. As a result, the improvements in income distribution resulting from the CCTB 
and NCB somewhat understate the improvement in the financial situation and well-being of 
low-income families. 
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Chart 2 
Income Distribution of Families With Children 
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Chart 3 : 
Movement of Families With Children up the Income Scale 
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Impact of Child Benefits on the Incidence and Depth of Low Income 


While the goal of the CCTB is to provide income assistance to low- and middle-income 
families, it is designed so that a greater share of benefits goes to lower-income families. 
In particular, the NCB explicitly targets low-income families with a view to preventing 
and reducing poverty. 


There is no universally accepted definition of “poverty,” so a quantitative analysis of this 
NCB objective is not possible. However, we can study the impact on families at the lower 
end of the income scale. This is most readily done using Statistics Canada’s After-Tax 
Low Income Cut-Off (AT-LICO). 


Statistics Canada defines the AT-LICO as “the income threshold below which a family 
will likely devote a larger share of its after-tax income to the necessities of food, shelter 
and clothing than the average family would.”'° The AT-LICO varies by family type and 
location, ranging in 1999 from $11,817 for a two-person family in a rural area, to 
$38,416 for a seven- (or more) person family in a large city." 


The incidence of low income is measured as the percentage of families living below the 
AT-LICO. The first row of Table 3 shows that 16.8% of families in 1999 would be below 
the AT-LICO if there were no child benefits. This can be compared with the shares of 
families below the AT-LICO under the 1996 CTB, the 1999 CCTB/NCB and the 2004 
CCTB/NCB as a partial measure of the success of these programs. For example, the 

2004 CCTB/NCB reduces the number of families living below the AT-LICO by 

4.4 percentage points, to 12.4%. 


Table 3 also presents the average income increase of families who remain below the 
AT-LICO after receiving child benefits. For example, there is a $3,445 increase in the 
average income of the 12.4% of families remaining in low income under the 2004 
CCTB/NCB. That is, the CCTB reduces both the incidence and the depth of low income. 


'° Families who are expected to spend 20 percentage points more of their income on these necessities 
than the average family are defined as low-income. See “Low Income Cutoffs from 1990 to 1999 
and Low Income Measures from 1989 to 1998,” Statistics Canada, Income Statistics Division, 
75FOO02MIE — 00017, January 2001. 


AT-LICOs use “economic families,” while this paper has used “nuclear families” (defined on page 47) 
up to this point. Economic families are defined as a group of two or more persons who live in the same 
dwelling and are related to each other by blood, marriage, common-law or adoption. By definition, all 
persons who are members of a nuclear family are also members of an economic family. However, 
economic families can also include children over the age of 18, elderly parents and other relations living 
in the same dwelling. 
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Table 3 
Incidence of Low Income and Change in the Depth of Low Income 


All families with children 


No child hee 

heed He Percent of families below AT-LICO 16.8% 
Percent of families below AT-LICO 13.9% 
1996 CTB Average income increase of families 7.382 

remaining in low income* pees 
1999 Percent of families below AT-LICO 13.1% 
CCTB/NCB Average income increase of families $2.99] 

remaining in low income : 

2004 Percent of families below AT-LICO 12.4% 
CCTB/NCB Average income increase of families $3.445 


remaining in low income* 


Note: Based on 1999 population distribution. 
* As compared with the base case of no child benefits. 


Conclusion 


Through the CCTB, the federal government assists low- and middle-income families with 
the expenses of raising children. It has two components: a base benefit and the NCB 
supplement. The base benefit is available to most families — although the amount is 
reduced as family income increases. The NCB supplement, a component of the 
intergovernmental National Child Benefit initiative, provides extra assistance to low- 
income families. 


Since its inception in 1998, several enhancements have been made to the CCTB. 
Consequently, by 2004 the benefit available to the typical low-income family will be 
nearly double the amount paid under the previous Child Tax Benefit system. Middle- 
income families are also better off with the CCTB. 


The CCTB has had a positive — and growing — impact on income distribution. Families 
with total income under $40,000, who represent less than 40% of the population of 
families with children, receive about two-thirds of aggregate CCTB benefits. These 
benefits raise many families above the low-income cut-off, and reduce the depth of low 
income for those families still below the cut-off. 
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Appendix 1 — Program Acronyms Used in This Paper 


CTB: The Child Tax Benefit; in place from 1993 to 1997. Provided financial support to 
low- and middle-income families with children. Consisted of the CTB base benefit and 
the Working Income Supplement (WIS). 


WIS: The Working Income Supplement. As part of the CTB, the WIS provided a benefit 
to low-income families with children and earned income. 


CCTB: Canada Child Tax Benefit. The system of federal transfers in support of families 
with children after 1997. Consists of the CCTB base benefit and the NCB supplement. 


CCTB base benefit: Part of the CCTB. Provides support to low- and middle-income 
families with children. Identical in structure to its predecessor, the CTB base benefit. 


NCB supplement: The National Child Benefit supplement. This is part of the CCTB; it 
is the extra federal assistance provided to low-income families on top of the base benefit. 
It is also the federal component of the intergovernmental National Child Benefit. 


NCB: National Child Benefit. A joint initiative of the federal, provincial and territorial 
governments (except Quebec — see footnote 3 on page 43). The NCB also includes a 
First Nations component. The NCB consists of the NCB supplement and provincial 
funding of various-programs. The provincial NCB initiatives provide assistance to low- 
income families while promoting attachment to the workforce. Part of the provincial 
funding is from reinvestments of reduced social assistance made possible by higher 
federal NCB supplement payments. 


CCTB/NCB: The combination of the CCTB base benefit, the NCB supplement and the 
provincial/territorial income transfer components of the NCB. 
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Appendix 2 —- NCB Evaluation 


When the NCB was introduced, the federal, provincial and territorial governments agreed 
to undertake ongoing evaluations of the program, verifying that it meets its goals of 
alleviating child poverty and promoting attachment to the workforce. In keeping with this 
commitment, there is an annual progress report, which can be found on the Internet at 
www.nationalchildbenefit.ca. In addition, Human Resources Development Canada is 
currently coordinating a comprehensive evaluation of the NCB. This evaluation has 

three components. 


The first component of the evaluation, “A Net Impact Assessment of the National Child 
Benefit on Social Assistance Dependency”, is a set of descriptive and quantitative studies 
attempting to measure the effect of the NCB on child poverty and parental work effort. 

It also attempts to determine if the NCB is the most cost-effective way to meet its stated 
goals. To supplement existing data sources, a number of surveys are underway to gather 
information about the NCB. The survey groups include: 


= NCB clients. 
= Federal and provincial program managers involved in the delivery of the NCB. 
# Social policy experts such as academics. 


Using the survey results and other data sources, the study will: 


= Measure the effect of the NCB on the incidence, depth and duration of child poverty. 

= Measure the impact of the NCB on labour market participation. 

* Calculate the change in net income of low-income families who leave social 
assistance to work full time. 

« Analyze the design and delivery effectiveness of the NCB. 


The second component, “Provincial/Territorial Reinvestment Case Studies Module — 
National Child Benefit Evaluation,” is primarily qualitative and consists of a set of 
studies that look at the programs receiving provincial NCB investments and NCB 
supplement reinvestments. 


This module has two sub-components: a “Program Cluster” sub-component, and a 
“What Works” sub-component. 


There are five major “program clusters” funded with NCB reinvestments: 


# Child Benefit/Earned Income Supplements. 

# Child Care/Day Care. 

» Supplementary Health Benefits. 

# Early Childhood Services/Children-At-Risk Services. 
a SOthems 
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Evaluation planning for each sub-component covers a four-year time frame. Each 
of the five program clusters are to be evaluated once over the course of four years. 
“What Works”. case studies are also planned in each of the four years. 


Each year the Program Cluster sub-component focuses on the reinvestments in a selected 
cluster or clusters examining rationale/relevance, design/approach, implementation/ 
delivery, and intended/unintended impacts. 


In addition, a few programs from within the cluster being examined are selected for the 
“What Works” sub-component. These programs are examined in additional detail to 
determine key challenges, issues or obstacles they have faced, the approaches or 
interventions that have contributed to their success, and the approaches or interventions 
that “did not work,” but which provide useful information. 


The third and final component of the NCB evaluation is an examination of the net impact 
of the NCB on families on social assistance in British Columbia, Saskatchewan and 
Manitoba. These provinces have created longitudinal administrative data sets, describing 
how their NCB initiatives address the barriers to employment facing families on social 
assistance. The evaluation uses this data to estimate the impact of the programs on the 
level of dependency on social assistance. 


This paper is complementary to the NCB evaluation and to the annual NCB progress 
reports in that it examines the CCTB — the federal contribution to child benefits in 
Canada. As described in the section entitled “Evolution of the CCTB,” the CCTB 
consists of the NCB supplement as well as a base benefit, which is not part of the NCB. 
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Appendix 3 — Changes to Federal Child Benefits Since 1997 


1997 

= Increased the maximum Working Increase Supplement (WIS) from $500 per 
family to $605 for the first child, $405 for the second child and $330 for each 
additional child. 


1998 

=" The Child Tax Benefit (CTB) was renamed the Canadian Child Tax Benefit (CCTB). 
The WIS (part of the CTB) became part of the intergovernmental National Child 
Benefit (NCB) initiative, and was renamed the National Child Benefit supplement 
(NCB supplement). 


1999 
# Increased the maximum NCB supplement by $180 per child. 


2000 

« Increased the maximum base benefit by about $85 per child. 

« Increased the base benefit threshold by $4,083. 

# Increased the maximum NCB supplement by about $190 per child. 
= Increased the NCB supplement threshold by $293. 


2001 

= Increased the maximum base benefit by about $13 per child. 

= Increased the base benefit threshold by $1,996. 

= Increased the maximum NCB supplement by about $280 per child. 
= Increased the NCB supplement threshold by $530. 


2002 

= Increased the maximum base benefit by about $35 per child. 

= Increased the base benefit threshold by $960. 

# Increased the maximum NCB supplement by about $35 per child. 
# Increased the NCB supplement threshold by $653. 


2003 
=" Indexation for inflation. 


2004 

= Indexation for inflation. 

= The base benefit threshold must be at least $35,000, an increase of $2,040 over the 
2002 level. 

« The base benefit reduction rate will be reduced to 2% (from 2.5%) for a one-child 
family and 4% (from 5%) for a family with two or more children. 
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SPECIAL FEDERAL TAX ASSISTANCE FOR 
CHARITABLE DONATIONS OF PUBLICLY TRADED SECURITIES 
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EXECUTIVE SUMMARY 


Background 


This report summarizes the results of the measure that provides special income tax 
assistance for donations of publicly traded securities to public charities. Under this 
measure, which was introduced on a temporary basis in 1997, individuals and 
corporations donating publicly traded securities to public charities include in income for 
tax purposes only one-half the amount of capital gains realized on the donation that they 
would include for other capital gains. This measure was to be continued only if it was 
found effective in both increasing donations and distributing the additional donations 
fairly among charities. The measure was made permanent in 2001. This report is based on 
donations of publicly traded securities claimed on income tax returns during the first four 
years of the measure, that is, 1997 to 2000. 


Impact of the Measure 
Donations of Publicly Traded Securities Have Increased Substantially 


Gifts of publicly traded securities grew almost threefold between 1997 and 2000. The 
growth in donations of securities was much more rapid than the increase in total 
donations over this period. 


Gifts of Securities Have Benefited a Broad Range of Charities 


The data indicate that donations of securities from 1997 to 2000 benefited charities that 
are widely distributed in terms of size, sector and type (that is, charitable organization or 
public foundation). However, the main beneficiaries were larger charities, charities in the 
education sector and public foundations. 


Cost 


Under an assumption that all donations of publicly traded securities arose as a result of 
the half inclusion rate measure, the annual cost of the measure to the federal government 
in forgone revenue grew from $26 million in 1997 to $73 million in 2000. 


Data Limitations 


This report is based on data for donations by individuals for the period 1997 to 2000; data 
on donations by corporations are not included. Unfortunately, data on donations of 
securities prior to 1997 are not available. For this study it was not possible to isolate the 
influence of the half inclusion rate measure on donations from that of other relevant 
factors, including other policy changes to encourage charitable giving. As well, the 
results presented here were undoubtedly influenced positively by the evolution of 
financial markets during the 1997-2000 period. 
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Introduction 


On October 12, 2001, the federal government announced its intention to recommend to 
Parliament that the reduced capital gains inclusion rate for eligible gifts of publicly 
traded securities to public charities be made permanent.’ Legislation reflecting that 
recommendation (contained in Bill C-49, An Act to implement certain provisions of the 
budget tabled in Parliament on December 10, 2001) was enacted by Parliament in 
March 2002. This measure was introduced in the 1997 budget for a period of five years, 
and was to be continued only if it was found effective in both increasing donations and 
distributing the additional donations fairly among charities. This report reviews the 
experience with this tax incentive. 


The Half Inclusion Rate Measure 


In the 1990s the Government introduced a series of tax measures to encourage Canadians 
to increase donations to charities (Appendix 1). One of the most notable of these was the 
half inclusion rate measure for donations of publicly traded securities. Under this 
measure, individuals and corporations donating publicly traded securities to public 
charities include in income for tax purposes only one-half the amount of capital gains 
realized on the donation that they would include for other capital gains. The charitable 
donations credit already provided a significant tax incentive for all donations including 
cash, and is generous both in relation to other credits in the Canadian tax system and in 
relation to the treatment of cash donations in the United States. However, a number of 
observers from the charitable sector noted that there were fewer large transfers of 
financial capital in Canada. It was observed that donations of publicly traded securities 
were treated more generously in the United States, and that enhanced tax assistance in 
Canada for this type of donation would likely have the largest impact on overall 
donations to charities. 


The effect of the half inclusion rate measure on the amount of tax assistance for 
donations of publicly traded securities is illustrated in Table 1. Donations of publicly 
traded securities, like donations of cash, are eligible for a non-refundable charitable 
donations tax credit (or, for corporations, a tax deduction). In the example, it is assumed 
that the top federal-provincial tax credit rate is 46%, so that on a $100 donation the value 
of this credit is $46. Since the 1997 budget individuals and corporations donating 
publicly traded securities to public charities include in income for tax purposes, with 
respect to any capital gains on those securities, only one-half of the amount included for 
other capital gains. Under the assumptions used in the table, this results in an additional 
tax saving of $7 when a $100 gift is made in the form of securities rather than cash. 


Public charities include charitable organizations and public foundations. A charitable organization 
primarily carries on its own charitable activities. While a public foundation may carry on some of its 
own charitable activities, it gives more than half of its annual income to other qualified donees, usually 
other registered charities. 
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Table | 
Tax Assistance for Charitable Donations by Individuals of Cash 


Compared to Donations of Publicly Traded Securities (Numerical Example) 


Type of donation 
Publicly traded 


securities donated 
Cash to public charities 


Fair market value of donation $100 $100 
Top marginal tax rate* 46% 46% 
A Value of charitable donations credit $46 $46 
Typical cost base of security” $40 
Capital gain on security $60 
Capital gains tax if sold but not donated* $14 
B_ Tax saved due to half inclusion rate $7 
Total tax assistance (A+B) $46 $53 
Cost of donation to donor $54 $47 


a 


Assumes a typical combined federal-provincial tax rate; rates vary by province. 


b 


Represents the cost at which the security was acquired, including all costs associated with the acquisition. The $40 amount is 
illustrative only. 


° As the capital gains inclusion rate is now 50%, with a top marginal tax rate of 46% the effective capital gains tax rate on cashed 
securities is 23%. 


Data Available . 


This assessment of the half inclusion rate measure is based on data on gifts of publicly 
traded securities obtained by the Canada Customs and Revenue Agency (CCRA) from 
income tax returns for 1997 to 2000. Data used in the analysis were those available as of 
August 2001. These data have the significant advantage of relying on actual donations 
claimed for tax purposes. However, several limitations must be noted. 


Due to the lack of data on corporate donors, this report focuses only on donations by 
individual taxpayers. As well, donations made during the period but carried forward 
beyond tax year 2000 have not been included in the analysis;~ similarly, donations 
pledged but not made and claimed are also not included. Comparisons could not be made 
with the level of securities donated prior to introduction of the measure, as data on gifts 
of securities were not collected prior to 1997. Finally, data available for tax year 2000 
also include donations of ecologically sensitive land, which since 2000 have benefited 
from the reduced inclusion rate for capital gains.” 


Donations may be carried forward for up to five years if the donor has insufficient taxable income in the 
year of the donation to fully take advantage of the charitable donations credit in that year. 


Although the exact value of such donations in the preliminary 2000 data is not available, it is known to 
be less than 2% of the total for 2000 shown in Table 2. Accordingly, the remainder of the analysis does 
not distinguish the two components. 


Impact of the Measure 
Donations of Publicly Traded Securities Have Increased Substantially 


Between 1997 and 2000 the value of publicly traded securities donated to eligible 
registered charities nearly tripled — rising from $69.1 million to $200.3 million. Over 
this period the number of donors of securities rose nearly five times from 500 

to almost 2,400. 


As shown in Table 2, the growth in gifts of securities was much faster than the growth in 
total donations. While publicly traded securities make up a small proportion of total gifts 
to charities, their share of total donations is estimated to have more than doubled (rising 
from 1.6% to 3.9%) between 1997 and 2000. 


Table 2 
Gifts of Publicly Traded Securities in Relation to Total Gifts 


Gifts of publicly traded securities Securities as 


Total gifts to public charities % of total 
Tax year Amount Growth Amount Growth donations 
($ millions) (%) ($ millions) (%) (%) 
1997 $4,316 - $69.1 - 1.6 
1998 $4,753 10.1 $83.3 20.6 1.8 
1999 $4,946 4.1 PL Sos 62.9 Bele 
2000° $5,076 2.6 $200.3 47.6 GS) 
Cumulative 18 190 


a 


Total receipted donations are estimated by the Department of Finance’s T1 tax simulation model using sample T1 income tax 
data provided by the CCRA. The 2000 figure is a projection. 


Gifts of Securities Have Benefited a Broad Range of Charities 


Donations of publicly traded securities have benefited a wide variety of charities. 
Beneficiaries included organizations of various sizes, in different sectors and regions, and 
with different charitable designations. 


Distribution by Size of Charity 


Charities of all sizes have benefited from donations of publicly traded securities 

(Table 3). However, large and medium-sized charities received a larger share of 
donations of securities than their share of total receipted gifts in 1997 (the only year for 
which detailed information on receipted gifts is available). 


Nevertheless, total donations of securities going to small and micro charities combined 
increased significantly between 1997 and 2000. This is partly because, over this period, 
the value of the average gift of securities to small and micro charities increased. 

The average value of gifts of securities to micro charities rose from $18,000 

in 1997 to $34,000 in 2000. 
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Table 3 


Gifts of Publicly Traded Securities by Size of Charity 
Distribution (%) 


Gifts of securities to public charities All charities, 1997° 
Four-year Total Number of 
Size of charity” 1997 1998 1999 2000 average receipted gifts charities 
Large 56.4 eh be 67.6 30.4 48.8 36.0 i> 
Medium 292 219 14.5 50.5 S21 28.4 6.6 
Small il | he es to.7 123 27.8 30.4 
Micro 3.3 4.6 10.7 3.4 6.1 7.8 61.5 
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 


Note: Numbers may not add to 100% due to rounding. 


From the T3010 tax return, which all charities are required to file with the CCRA 
(the Registered Charity Information Return). 


The size of a charity is measured in this report by the dollar value of its total receipts in 1997, the last year for which detailed tax 
return data are available. Size classification by total receipts is as follows: large charities, $10 million and over; medium-sized 
charities, $1 million to $10 million; small charities, $100,000 to $1 million; and micro charities, less than $100,000. 


Distribution by Sector 


Charities in all sectors have received donations of securities. Over 1997 to 2000 charities 
in the education sector received the largest portion of such gifts (43%), followed by 
charities in the welfare (25%) and health (13%) sectors. As Table 4 shows, the education 
sector’s share of donations of securities was far above its share of total receipted gifts. 


Table 4 


Gifts of Publicly Traded Securities by Charitable Sector 
Distribution (%) 


Gifts of securities to public charities All charities, 1997 
Four-year Total Number of 

Sector® 1997 1998 1999 2000 average receipted gifts charities 
Benefits 

to the community 6.8 (i 4.4 6.8 6.0 5.8 13.9 
Education 42.2 42.0 65.0 25.4 42.9 13,3 17.0 
Health 8.5 22.0 BoeS 9.3 be 12.4 7.6 
Religion 11.9 12.8 6.8 16.2 Past 45.4 38.7 
Welfare 30.5 15.2 8.4 41.9 25.4 19.7 18.6 
Other 0.1 0.7 0.0 bee 0.3 0.9 Lod 
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 


Note: Numbers may not add to 100% due to rounding. 
The “benefits to the community” sector includes charities such as community foundations and art galleries, while the welfare 
sector includes organizations that provide assistance to economically disadvantaged people. 


Distribution by Designation of Recipient Charity 


Both charitable organizations and public foundations received gifts of publicly traded 
securities over the four-year period. However, although public foundations received 15% 
of total donations in 1997, they received almost 60% of the value of donations of 
securities (see Table 5). 


Public foundations and charitable organizations are similarly distributed in terms of size 
and sector, so these factors cannot account for the greater donations of securities to public 
foundations. The data also suggest that the size of donations made only a small 
contribution to the results: the average value of listed securities donated to public 
foundations was $47,400, while that to charitable organizations was $43,300. 


Table 5 
Gifts of Publicly Traded Securities by Designation of Charity 


Distribution (%) 


Gifts of securities to public charities All charities, 1997 
Four-year Total Number of 
Designation 1997 1998 1999 2000 average receipted gifts charities 
Public foundations 56.0 51.0 63.7 54.0 57.8 15.0 5.6 
Charitable organizations 44.0 49.0 34.3 46.0 42.2 85.0 94.4 


Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 


Overall Tax Assistance for Donations of Securities 
Compared to U.S. Treatment 


The half inclusion rate measure effectively makes overall tax assistance for donations to 
public charities of listed securities in Canada roughly similar to what is available in the 
United States. This point is illustrated in Table 6. 


In comparing the U.S. and Canadian systems, it is necessary to take into account a 
number of differences in the tax structure in the two countries. In the U.S. the federal 
government applies different inclusion rates to capital gains depending on the length 

of the holding period and the type of asset. In the U.S. gains on assets held for one year or 
less are treated as regular income. If the asset is held for more than one year, the capital 
gains inclusion rate is reduced to zero on donations of publicly listed securities. However, 
what matters for donors and charities is the total level of tax assistance on donations. 
Taking into account the charitable donations credit (in the U.S., a deduction) and other 
relevant factors such as net income limits and clawbacks on tax assistance, the Canadian 
and U.S. regimes produce roughly similar results. 
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Table 6 
Tax Treatment of Gifts of Securities to Public Charities 


in Canada and the U.S. 
Canada (2001) U.S. (2001)” U.S. (2006)" 
Fair market value of donation $100 $100 $100 
Top marginal tax rate" 46% 44% 40% 
A Value of donations tax credit/deduction $46 $44 $40 
Typical cost base of security $40 $40 $40 
B_ Capital gains on security $60 $60 $60 
Maximum statutory capital gains inclusion rate 50% 100% 100% 
C_ Effective capital gains tax rate“ 23% 25% 23% 
Capital gains tax if sold but not donated (= B x C) $14 $15° $14° 
D_ Additional tax assistance for gifts of securities $7° $15! $14! 
Total tax assistance (A+D) $53 $59 $54 
Possible constraints on claiming tax assistance: 
Net income limit (typical) 715% 30% 30% 
Clawback of charitable deduction or credit None 3% of income Clawback 


over begins to 
$133,000 U.S., phase out 
up to 80% of 
deduction 


Assumes a typical federal-provincial tax rate, with a typical U.S. state tax rate of 5%. U.S. state tax rates on capital gains range 
from 0 to 12%. Note that the figures for 2001 differ from those published in the 1997 budget due to recent reductions in tax rates 
in Canada and the U.S. 


Reflects the Economic Growth and Tax Relief Reconciliation Act of 2001. 


The effective capital gains tax rate is equal to the top marginal tax rate times the statutory capital gains inclusion rate. The U.S. 
has a separate capital gains tax rate regime — gains on assets held for one year or less are treated as regular income, while gains 
on assets held for more than one year are subject to a 20% rate, and in 2006, an 18% rate if held for five years or more. There is 
no tax assistance on capital gains arising from donations of short-term assets. 


Only 50% of the usual capital gains are included in income for capital gains arising from donations of publicly listed securities. 
“In the U.S. tax assistance for donations of short-term assets would be 44% in 2001 and 40% in 2006. 


Capital gains on business assets held for one year or less and non-business assets held for less than three years are taxed like 
ordinary income. 


As noted in Table 6, the typical value of the charitable donations credit or deduction is 
similar in Canada and the U.S. (46% vs. 44%). When current capital gains rates are taken 
into account, the level of tax assistance differs by about 6 points (53% in Canada, 59% in 
the U.S.). However, claims in respect of relatively large donations may be constrained by 
annual income limits, which may require donors to carry forward a portion of their tax 
assistance to a future year. In Canada this limit is usually 75%, whereas in the U.S. it is 
typically only 30% of income. In addition, the charitable deduction in the U.S. is reduced 
by 3% of “adjusted gross income” (income from most sources minus certain deductions), 
up to a limit of 80% of the value of the deduction, when the donor has adjusted gross 
income over $133,000 U.S. Canada has no such reduction in tax assistance. The overall 
effect of these constraints is to reduce the effective rate of tax assistance for larger 
donations in the U.S. All things considered, therefore, tax assistance for donations of 
listed securities to public charities is roughly similar in Canada and the U.S. 
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Cost 


The tax expenditure cost to the federal government of the half inclusion rate measure has 
two components: the revenue forgone as a result of the reduced inclusion rate and the 
increased cost of the charitable donations credit from any increase in donations that result 
from the measure. As indicated in Table 7, if all donations of listed securities came about 
as a result of the 1997 budget measure, and if in the absence of the measure the securities 
would have been sold instead of donated, then the cost of the measure rose from 

$26 million in 1997 to $73 million in 2000. If, on the other hand, these donations — 
whether in cash or shares — would have been made in the absence of the measure, the 
total cost rose from $6 million to $15 million over the same period. Actual costs would 
be between these two ends of the spectrum. 


These figures do not include the cost to provincial governments, which have similar 
credits for charitable donations. On average, for every dollar of federal assistance, there 
would be almost $0.50 of provincial assistance. In 2000, for example, the combined 
federal-provincial cost, at the high end of the spectrum, would be about $105 million. 


Table 7 
Tax Expenditure Cost of the Half Inclusion Rate Measure 
Component of cost 1997 1998 1999 2000 Total 
($ millions) 
Reduction in tax on capital gains 6 6 13 15 40 
Increased use of the charitable donations credit* 20 24 39 58 141 
Total cost 26 30 12 73 181 


“Assumes all donations of listed securities came about as a result of the 1997 budget measure. 


It should be noted that, consistent with the standard methodology and presentation, only 
the cost directly attributable to the reduced inclusion of capital gains by the donor is 
shown separately in the annual tax expenditure tables (Part 1 of this publication). The 
total cost of the measure is the sum of that amount and the amount that represents the 
increased use of the charitable donations credit that resulted from new donations. 


Assessment and Conclusion 


This report reviews the experience with the capital gains half inclusion rate measure that 
was introduced in the 1997 budget. At that time the Government stated its intention to 
continue the measure in five years only if it was effective in increasing donations and 
distributing the additional donations fairly among charities. 


Available data indicate that there has indeed been significant growth in the value of gifts 
of publicly traded securities. From 1997 to 2000 donations of securities almost tripled, 

a significantly faster rate of growth than that of other types of donations. These gifts 
benefited charities that are widely distributed in terms of size, sector and charitable 
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designation — a finding that is consistent with the results of a study commissioned by the 
voluntary sector. * Larger charities, charities in the education sector and public 
foundations benefited proportionately more. 


With available data and the relatively short time period the measure has been in place, it 
was not possible to isolate the influence of the half inclusion rate measure from that of 
other factors that may have affected donations of securities over 1997 to 2000. Strong 
economic conditions and positive financial market performances over this period may 
have stimulated more donations, and larger donations, than could be expected over an 
entire economic and market cycle. Nevertheless, donations may increase somewhat as the 
measure becomes better known to potential donors, and smaller charities market it 

more actively. 


An additional factor complicating an assessment of the success of the measure was the 
impact of other recent tax changes affecting charities, including changes to net income 
limits and the rules regarding donations of ecologically sensitive land. Furthermore, 
given the short time period and the absence of data on donations of securities prior to 
1997, it is difficult to assess the extent to which individuals who would otherwise have 
made cash donations may have switched to donations of listed securities. 


The introduction of the half inclusion rate measure was prompted, in part, by comparison 
of the Canadian approach with the U.S. tax system. Since 1997 the reduction of the 
income inclusion rate for capital gains in Canada has resulted in overall tax assistance 
that is roughly similar to that in the U.S. for donations to public charities of publicly 
listed securities held for more than one year. 


The Government has stated its intention to continue to work with the charitable sector to 
determine whether there is an appropriate and cost-effective basis for broadening this 
measure beyond its current application. 


* Deloitte & Touche, Survey of Gifts of Publicly Listed Securities (August 2000). 
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Appendix 1 — Tax Assistance for Charities and Public Institutions 


1994 
«= Lowered the threshold at which charitable donations begin to earn the 29% tax credit 
from $250 to $200. 


oS 
= Removed the income limit for tax credits on donations of ecologically sensitive land. 


1996 
« Increased the limits on charitable donations eligible for tax credits from 20% to 50% 
of net income, and to 100% of net income in the year of death and the preceding year. 


= Expanded zero-rating of hospital beds to all health care facilities, including long-term 
care facilities. 


# Allowed most charitable and public organizations to raise funds without collecting 
and remitting goods and services tax (GST) on sales. 


# Provided a 100% GST rebate on books purchased by public libraries, educational 
institutions and other specified bodies. 


1997 
= Provided a half inclusion rate on capital gains arising from donations made before 
2002 of certain publicly traded securities. 


= Changed the income limit for donations to 75%. 


= Allowed 25% of capital cost allowance recapture of donated property to be included 
in the net income limit. 


= Sanctioned a new method of valuation for easements of ecologically sensitive land. 


= Increased resources for Revenue Canada to enhance information and compliance 
from charities. 


= Simplified GST accounting, reporting and remittance requirements for charities. 
1998 
= Increased tax-free allowances for emergency service volunteers. 


= Allowed designated charities to treat certain services they supply to business 
customers as GST/harmonized sales tax (HST) taxable, thereby allowing charities to 
compete on an equal footing with other suppliers. 


= Provided equivalent GST/HST treatment to charities operating authorized bottle 
return depots vis-a-vis commercial operators. 


71 


2000 


Reduced tax on employment benefits in respect of donations of shares acquired 
through stock option plans to parallel treatment of donations of certain publicly 
traded securities. 


Extended the charitable donations credit to donations of registered retirement savings 
plan, registered retirement income fund and insurance proceeds that are made as a 
consequence of direct beneficiary designations. 


Reduced capital gains income inclusion by one-half in respect of gifts of ecologically 
sensitive land and related easements, covenants and servitudes. 


2001 


He. 


Made permanent the measure providing a half inclusion rate on capital gains arising 
from donations of certain publicly traded securities to public charities. 


Appendix 2 — Tax Assistance to Registered Charities 


The federal government provides tax assistance to registered charities through three 
vehicles: the charitable donations credit/deduction, their tax-exempt status and partial 
rebates of the GST. The immediate benefits that charities derive from these three forms 
of tax assistance are an increased ability to attract donations, no requirement to pay tax on 
the proceeds from related business activities, and lower operating costs. 


From 1994 to 2001 the federal government introduced a number of measures that 
increased direct and indirect tax assistance to registered charities. For example, in 1994 it 
lowered the threshold at which charitable donations begin to earn the 29% tax credit from 
$250 to $200. In 1996 it increased the net income limit for donations from 20% to 50%, 
and then to 75% in 1997.° In 2001 it made permanent the measure studied in this paper, 
which provides additional tax assistance to eligible gifts of publicly traded securities 

(for an exhaustive list of measures, see Appendix 1). 


The chart below shows the evolving cost of federal tax assistance to registered charities, 
as measured by federal tax expenditures. Tax expenditures represent the value of tax 
revenues forgone, due to preferential treatment given to certain taxpayers, to achieve a 
variety of economic and social objectives. 


Charitable Tax Expenditures — Personal and Corporate 


($ millions) 


1,400 
1,200 
1,000 
fj Personal 
800 
f Corporate 
600 
400 


200 


0 


1992 1993 1994 1995 1996 1997 1998 1999 2000 


Note: These data underestimate total tax expenditures related to charities, primarily because they exclude the effect 
of tax exempt status, for which no data are available. 


Source: Tax Expenditures and Evaluations. 


> Donations to Crown charities were not subject to a net income limit until 1997, at which time the 75% 
limit was extended to these organizations as well. The changes in the net income limit were introduced to 
level the playing field between all registered charities. 
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The most significant of these measures is the charitable donations credit available to 
individuals. Individuals receive a non-refundable federal tax credit of 16%° on donations 
up to $200 and 29% on donations in excess of $200, up to a maximum tax credit base of 
75%’ of their net income. As a result, the credit for donations in excess of $200 amounts 
to a deduction for taxpayers in the highest tax bracket, and a “super-deduction” for all 
remaining donors. In addition, donors can carry forward their donations for up to five 
years, subject to the net income limit. Corporations receive a deduction for all donations 
to registered charities — including gifts of publicly traded securities — with other tax 
provisions that parallel those for individual donors. 


The October 2000 Economic Statement and Budget Update reduced the lowest marginal tax rate on 
individuals from 17% to 16%. Consistent with this change, the first tier of the charitable donations credit 
was also reduced from 17% to 16%. 


The income limit is increased by 25% of the recapture of the capital cost allowance arising on a gift of 
depreciable capital property as well as any taxable capital gains arising on donations of capital property. 
For individuals, the limit increases to 100% of net income in the year of death and the year 

preceding death. 
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PREFACE 


Since 2000 the tax expenditure report has been separated into two documents. 

This document, Tax Expenditures and Evaluations, is published on an annual basis. 
It provides estimates and projections for broadly defined tax expenditures as well as 
evaluations and descriptive papers addressing specific tax measures. 


This year’s edition includes two papers. The first paper investigates the impact of 
projected demographic developments on the future cash-flow tax expenditure cost of 
registered pension plans and registered retirement savings plans. The second paper 
analyzes the federal capital tax which, as announced in Budget 2003, will be eliminated 
over a period of five years. 


The companion document, Tax Expenditures: Notes to the Estimates/Projections, was 
published in 2000. It is a reference document for readers who wish to know more about 
how the estimates and projections are calculated and who want information on the 
objectives of particular tax expenditures. Tax measures introduced since 2000 are 
described in the Appendix in Part | of this document. 
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PART 1 


TAX EXPENDITURES: 
ESTIMATES AND PROJECTIONS 
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INTRODUCTION 


The principal function of the tax system is to raise the revenues necessary to fund 
government expenditures in a manner that is both efficient and equitable. The tax system 
is also an instrument of policy that serves to advance a wide range of economic, social 
and other public policy objectives. Tax measures that reflect such objectives include 
exemptions, deductions, rebates, deferrals and credits, and are typically referred to as 
“tax expenditures.” 


In order to define tax expenditures, it is necessary to establish a “benchmark” tax 
structure that applies the relevant tax rates to a broadly defined tax base—e.g., personal 
income, business income or consumption. Tax expenditures are then defined as 
deviations from this benchmark. It is important to recognize that reasonable differences 
of view exist as to the structure of the benchmark tax system and hence as to what 
constitutes a tax expenditure. For example, a deduction for expenses incurred in earning 
income is generally considered as part of the benchmark and thus not as a tax 
expenditure. But in some cases the deduction may confer some personal benefit, 
making its classification ambiguous. 


This report takes a broad approach and lists as tax expenditures all tax measures that 
deviate from a basic benchmark tax system. It also includes measures that would not 
generally be considered to be tax expenditures and would therefore be included in the 
benchmark tax system. These are shown as “memorandum items.” For instance, the 
dividend tax credit is listed under this heading because its purpose is to reduce or 
eliminate the double taxation of income earned by corporations and distributed to 
individuals through dividends. This approach—listing both broadly defined tax 
expenditures and memorandum items—provides maximum information to the reader. 


Caveats 


Care must be taken in interpreting the estimates and projections of tax expenditures 
in the tables for the following reasons. 


= The estimates and projections are intended to indicate the potential revenue gain that 
would be realized by removing individual tax measures. They are developed 
assuming that the underlying tax base would not be affected by removal of the 
measure. However, this is an assumption that is unlikely to be true in practice as the 
behaviour of economic agents, overall economic activity and other government 
policies could change along with the specific tax provision. 


= The cost of each tax measure is determined separately, assuming that all other tax 
provisions remain unchanged. Many of the tax expenditures do, however, interact 
with each other such that the impact of several tax provisions at once cannot generally 
be calculated by adding up the estimates and projections for each provision. 
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The federal and provincial income tax systems interact with each other to various 
degrees. As a result, changes to tax expenditures in the federal system may have 
consequences for provincial tax revenues. In this publication, however, any such 
provincial effects are not taken into account—that is, the tax expenditure estimates 
and projections address strictly the federal tax system and federal tax revenue. 


In the case of the harmonized sales tax in effect in Nova Scotia, New Brunswick, 
and Newfoundland and Labrador, only the federal cost of the tax expenditures 
is reported. 


The tax expenditure estimates and projections presented in this document are 
developed using the latest available taxation data. Revisions to the underlying data as 
well as improvements to the methodology can result in substantial changes to the 
value of a given tax expenditure in successive publications. In addition, some tax 
measures, such as the half inclusion rate on capital gains, are particularly sensitive to 
economic parameters. 


WHAT?’S NEW IN THE 2003 REPORT 


A number of new tax measures have been introduced since last year’s report and others 
have been modified. These are described below. 


Personal Income Tax 


Increases to the National Child Benefit Supplement 


» The 2003 budget increased the National Child Benefit (NCB) supplement component 
of the Canada Child Tax Benefit (CCTB) for low-income families by an annual 
amount of $150 per child in July 2003, $185 in July 2005 and $185 in July 2006. 
With these increases, plus full indexation, the maximum CCTB benefit is projected to 
reach $3,243 for the first child, $3,016 for the second child and $3,020 for each 
additional child, in 2007. 


Increases to RPP and RRSP Limits 


= The 2003 budget increased the registered pension plan (RPP) and registered 
retirement savings plan (RRSP) limits. The “money purchase” RPP limit was 
increased to $15,500 for 2003, $16,500 for 2004 and $18,000 for 2005. 
Corresponding increases were made to the maximum pension limit of $1,722 per year 
of service for defined benefit RPPs, bringing it to $1,833 for 2004 and $2,000 for 
2005. The RRSP limit was increased to $14,500 for 2003, $15,500 for 2004, $16,500 
for 2005 and $18,000 for 2006. The RPP limits will be indexed to average wage 
growth starting in 2006, and the RRSP limit will be indexed starting in 2007. 


Introduction of the Child Disability Benefit 


= The 2003 budget introduced a $1,600 Child Disability Benefit (CDB), effective 
July 2003. The CDB will be paid for children who meet the eligibility criteria for the 
disability tax credit. 

= The full $1,600 CDB will be provided for each eligible child to families having a 
net income below the amount at which the NCB supplement is fully phased out 
(i.e., $33,487 in July 2003 for families having three or fewer children). Beyond that 
income level, the CDB will be reduced based on family income at the same rates as 
the NCB supplement. 


Extension of the Federal Tax Credit for Flow-Through Share Investors’ 


= The 2003 budget extended the expiry date for the temporary tax credit for mineral 
exploration, introduced in the October 2000 Economic Statement and Budget Update, 
from December 31, 2003 to December 31, 2004. 


' In the 2003 budget this was referred to as the mineral exploration tax credit. 


# The credit will also apply to eligible expenses incurred by a corporation in 2005 that 
are deemed to have been incurred by a flow-through share investor on 
December 31, 2004, under the “‘look-back”’ rule. 


Expansion of List of Eligible Medical Expenses 


» Effective with the 2003 taxation year, the list of expenses eligible for the medical 
expense tax credit includes the cost of real-time captioning and other similar services 
used by persons with an impairment and the incremental cost of gluten-free food 
products for individuals with celiac disease who require a gluten-free diet. 


Removal of Certain Limits on Capital Gains Rollovers for Small Business Investors 


» Effective February 18, 2003, limits on the amount of the original investment and 
reinvestment in some businesses that may be eligible for a capital gains tax deferral 
are eliminated. 


* A reinvestment will be eligible when made at any time in the year of disposition or 
within 120 days after the end of the year. 


Enhancements to the Political Contribution Tax Credit 


» Effective January 1, 2004, the political contribution tax credit will be 75% of the first 
$400 contributed, 50% of the next $350 contributed and 33'/3% of the next $525 
contributed. The maximum credit will be $650, and will be available when 
the taxpayer has contributed $1,275. This change will also apply to donations 
by corporations. 


Corporate Income Tax 


Extending Tax Incentives for Renewable and Alternative Energy 


= Budget 2003 broadened Capital Cost Allowance Class 43.1, which provides 
accelerated tax depreciation for certain assets to encourage a more efficient use of 
fossil fuels and the use of renewable and alternative energy sources, to include certain 
stationary fuel cell systems, equipment acquired for electricity generation using 
bio-oil (created from biomass found in forestry and plant residues), as well as 
certain types of equipment used to heat greenhouse operations. These changes apply 
to property acquired after February 18, 2003. 


Elimination of the Federal Capital Tax 
Budget 2003 announced the elimination of the federal capital tax, as follows: 
# First, the capital threshold at which the tax applies will be raised from $10 million to 


$50 million effective 2004. As of 2004 medium-sized businesses under the 
$50-million threshold will no longer have to pay the tax. 


» Second, the rate of the tax will be reduced in stages over a period of five years so that 
by 2008 the tax will be completely eliminated. 


"No changes were proposed to the special tax on large financial institutions. 
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Federal Capital Tax Rate Reduction Schedule 


* 2003 2004 2005 2006 2007 2008 


Rate (%) UiZ2o 0.200 OrTD 0.125 0.0625 0.00 


Extending the Low Tax Rate for Small Businesses 


The 2003 budget increased the amount of active business income eligible for the 
small business deduction from $200,000 to $225,000 for 2003, $250,000 for 2004, 
$275,000 for 2005, and $300,000 after 2005. The 2000 budget had already provided 
that active business income between $200,000 and $300,000 of qualifying 
Canadian-controlled private corporations be eligible for a reduced 21% rate effective 
January 1, 2001. 


Improving the Income Taxation of the Resource Sector in Canada 


As indicated in Budget 2003 and as set out in the technical paper Improving the 
Income Taxation of the Resource Sector in Canada, the Government intends to 
improve the taxation of resource income. Specifically, Bill C-48, tabled in Parliament 
in June 2003, proposes to phase in the following measures over a period of five years: 


— areduction of the federal statutory corporate income tax rate on income earned 
from resource activities from 28% to 21%, beginning with a 1-percentage-point 
reduction to 27% in 2003, and declining to 21% in 2007; 


— adeduction for actual provincial and other Crown royalties and mining taxes paid 
and the elimination of the existing 25% resource allowance; 


— anew 10% tax credit for qualifying mineral exploration expenditures. 


In addition, a transitional arrangement for the Alberta Royalty Tax Credit is proposed 
to assist smaller producers in their transition to the new tax structure. 


Increasing the Film or Video Production Services Tax Credit 


The film or video production services tax credit provides a refundable tax credit for 
qualified Canadian labour expenditures. The 2003 budget increased the existing 11% 
credit rate to 16% for expenditures incurred after February 18, 2003. 


THE TAX EXPENDITURES 


Tables | to 3 provide tax expenditure estimates and projections for personal income tax, 
corporate income tax and the goods and services tax (GST) for the years 1998 to 2005. 


Estimates and projections are developed using the methodology set out in Chapter 1 of 
Tax Expenditures: Notes to the Estimates/Projections.* The economic variables used to 
develop the estimates and projections are based on the private sector average forecast 
presented in the February 2003 budget. 


Personal income tax expenditures are grouped according to functional categories. This 
grouping 1s provided solely for presentational purposes and is not intended to reflect 
underlying policy considerations. 


All estimates and projections are reported in millions of dollars. The letter “S” (“small’’) 
indicates that the cost is less than $2.5 million, “n.a.” signifies that data is not available to 
support a meaningful estimate/projection, and a dash means that the tax expenditure is 
not in effect. The inclusion in the report of items for which estimates and projections are 
not available is warranted given that the report is designed to provide information on 
measures included in the tax system even if it is not always possible to provide their 
revenue impacts. 


Work is continuing to obtain quantitative estimates and projections where possible. 


* Available on the Department of Finance Canada Web site at www.fin. gc.ca. 
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APPENDIX: DESCRIPTION OF TAX EXPENDITURES 
INTRODUCED SINCE 2000 


All tax provisions introduced since Tax Expenditures: Notes to the Estimates/Projections 
was published in September 2000 are described below. 


Personal Income Tax 


Education 


Apprentice Vehicle Mechanics’ Tools Deduction 


Objective: To allow apprentice vehicle mechanics to deduct from their income 
the extraordinary portion of the cost of new tools they have to provide as a 
condition of their on-the-job training. (The Budget Plan, 2001) 


Starting in 2002, apprentice vehicle mechanics can deduct the extraordinary portion of 
the cost of new tools they purchase in the taxation year or in the last three months of 
the previous taxation year if the apprentice is in his or her first year. 


In order to be eligible, the apprentice must be registered with a provincial or territorial 
body in a program leading to designation as a mechanic licensed to repair automobiles, 
aircraft or any other self-propelled motorized vehicle. 


The eligible deduction is the portion of tool costs that exceed $1,000 or 5% of the 
individual’s apprenticeship income for the year, whichever is greater. Any part of 

the eligible deduction that is not taken in the year can be carried forward and deducted 
in subsequent taxation years. The apprentice’s employer must certify that the tools are 
required as a condition of, and for use in, the apprenticeship. 


The cost of the individual’s tools for other income tax purposes is the acquisition cost 
less the deductible portion of that cost. If an individual (or a non-arm’s-length person) 
disposes of the tools for proceeds in excess of this reduced cost, the excess amount is 
included in income in the year of disposition. However, tools are eligible for the existing 
rollovers that apply to transfers of property to a corporation or a partnership. 


The individual is also eligible for a rebate of the goods and services tax/harmonized sales 
tax paid on the portion of the purchase price of the new tools that is deducted in 
computing employment income. 


These measures apply to the 2002 and subsequent taxation years. 


=i 


Adult Basic Education—Tax Deduction for Tuition Assistance 


Objective: To provide a taxable income deduction for tuition fees for adult 


basic education. (The Budget Plan, 2001) 


Individuals may deduct, in computing their taxable income, the amount of tuition 
assistance received for adult basic education or other programs that are ineligible for the 
tuition tax credit, to the extent that this assistance has been included in their income. 

In order to be eligible, the tuition assistance must be provided under: 


# Part II of the Employment Insurance Act (or a similar program provided by a 
province or territory under a Labour Market Development Agreement); or 


= another training program established under the authority of the Minister of Human 
Resources Development, such as the Employability Assistance for People with 
Disabilities initiative or the Opportunities Fund for Persons with Disabilities. 


This measure was made retroactive to 1997 and subsequent taxation years. 
Employment 


Canada and Quebec Pension Plan Deduction for the Self-Employed (now included in 
memorandum items under “non-taxation of employer-paid premiums”) 


Objective: This measure ensures that self-employed individuals are not 


disadvantaged relative to an owner-operator who is also an employee of the 
corporation. (Economic Statement and Budget Update, October 2000) 


Under the Canada Pension Plan and Quebec Pension Plan (C/QPP), self-employed 
individuals are required to pay both the employer and employee portion of C/QPP 
contributions. As of January 1, 2001, self-employed individuals are permitted to deduct 
the portion of C/QPP contributions that represent the employer’s share. 


Farming and Fishing 


Deferral of Capital Gains Through Intergenerational Rollovers of Family Farms 
and Commercial Farm Woodlots 


Objective: To facilitate intergenerational rollovers of commercial woodlot 


operations that are farming. (The Budget Plan, 2001) 


A taxpayer may make an intergenerational transfer of farm property in Canada on an 
income-tax-deferred rollover basis, if the property was principally used in a farming 
business in which the taxpayer or a family member was actively engaged on a regular and 
continuous basis. Similar rules apply to intergenerational transfers of shares of family 
farm corporations and interests in family farm partnerships. 
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The operation of a commercial woodlot may, in certain circumstances, constitute a 
farming business. However, the intergenerational rollovers are generally not available for 
commercial woodlots because, aside from monitoring, the management of a woodlot 
may not demand regular and continuous activity. As a result, many commercial woodlot 
Owners are subject to income tax on intergenerational transfers of their woodlots. This 
can be detrimental to the sound management of the resource if woodlots are harvested 
prematurely to pay the tax. 


Where the regular and continuous activity test set out in the existing rollover rules cannot 
be met, a new test will be implemented strictly for the purpose of applying those rules to 
commercial woodlot operations. The new test allows an intergenerational rollover where 
the conditions of the existing rollover rules are otherwise met and the transferor or a 
family member is actively involved in the management of the woodlot to the extent 
required by a prescribed forest management plan. 


This measure applies to transfers that occur after December 10, 2001. 
Health 


Child Disability Benefit 


Objective: To assist low- and modest-income families with the extra expenses 


associated with the care of a child with a disability. (The Budget Plan, 2003) 


In recognition of the special needs of low- and modest-income families with a child with 
a disability, the 2003 budget introduced a $1,600 Child Disability Benefit (CDB). The 
CDB will be a supplement of the CCTB and will be paid for children who meet the 
eligibility criteria for the disability tax credit (DTC). 


The full $1,600 CDB will be provided for each eligible child to families having a net 
income below the amount at which the National Child Benefit (NCB) supplement is fully 
phased out (i.e., $33,487 in July 2003 for families having three or fewer children). 
Beyond that income level, the CDB will be reduced based on family income at the same 
rates as the NCB supplement. For the 2003-2004 benefit year, benefits will be reduced 
by 12.2% for one child with a disability, 22.7% for two children with disabilities, and 
32.6% for three or more children with disabilities. The CDB amount and income 
thresholds will be indexed to inflation. 


The CDB was effective in July 2003 but will become payable and be included with the 
CCTB payment starting in March 2004. Accordingly, in March 2004 eligible families 
will receive a retroactive payment for the July 2003 to March 2004 period. 


Families will continue to be able to claim the DTC and the DTC supplement for children 
with disabilities. For example, in 2003, a one-earner family with one child with a severe 
disability and an income of $30,000 will receive $1,600 from the CDB, plus a tax 
reduction of $1,591 under the DTC and DTC supplement for children, for a total 

of $3,191. 
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Small Business 


Federal Tax Credit for Flow-Through Share Investors 


Objective: To promote mineral exploration activity, particularly in rural 


communities across Canada that depend on mining. (Economic Statement and 
Budget Update, October 2000) 


This temporary investment tax credit is available to individuals (other than trusts) at a 
rate of 15% of specified surface “grass roots” mineral exploration expenses incurred in 
Canada pursuant to a flow-through share agreement. 


The credit applies to eligible expenditures incurred by a corporation before 2005 and 
renounced to an individual pursuant to a flow-through share agreement. The credit also 
applies to eligible expenditures incurred by a corporation before 2006 that are deemed to 
have been incurred by a flow-through share investor under the “look-back” rule. 

The look-back rule allows a corporation that incurs expenses in a given calendar year to 
renounce those expenses to a flow-through share investor, effective as of the last day of 
the preceding year. 


The flow-through share investor is entitled to use this tax credit to reduce federal personal 
income tax otherwise payable. This non-refundable credit will reduce the cumulative 
Canadian exploration expense pool of investors in the years following the year in which it 
is claimed. 


Corporate Income Tax 


Mineral Exploration Tax Credit 


Objective: This tax credit is part of a package of income tax changes that will 
improve the international competitiveness of the resource sector and promote 


the efficient development of Canada’s natural resource base. (News Release: 
Finance Minister Tables Notice of Ways and Means Motion to Implement 
Resource Sector Tax Changes Announced in Budget 2003, June 9, 2003) 


The Government proposes to introduce a 10% tax credit for qualifying mineral 
exploration expenses. The new credit will apply to exploration and pre-production 
development expenditures for diamonds and base or precious metals. The new tax credit 
will be available only to corporations, and will be neither refundable nor transferable 
under a flow-through share agreement. The new corporate mineral tax credit will apply in 
respect of eligible expenditures made on or after January 1, 2003, at a rate of 5%. The 
rate will rise to 7% on January 1, 2004, and will be fully phased in at a 10% rate on 
January 1, 2005. 
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Transitional Arrangement for the Alberta Royalty Tax Credit 


Objective: This transitional arrangement for smaller oil and gas producers is part 
of a package of income tax changes that will improve the international 
competitiveness of the resource sector and promote the efficient development of 
Canada’s natural resource base. (News Release: Finance Minister Tables Notice 
of Ways and Means Motion to Implement Resource Sector Tax Changes 
Announced in Budget 2003, June 9, 2003) 


Under the new resource tax structure, which allows deductibility of royalties and mining 
taxes, it is appropriate to deduct only the amount of Crown royalties or mining taxes 
actually paid. The Province of Alberta refunds a minimum of 25% of the first $2 million 
in Alberta Crown royalties paid by corporate groups, under the Alberta Royalty Tax 
Credit (ARTC) program. Under the new structure for resource taxation, refunds provided 
under the ARTC will reduce the amount of Crown royalties deductible or be included in 
income if the taxpayer has already deducted Crown royalties that include the refund. The 
transitional arrangement will reduce, during a 10-year transitional phase-in period, the 
portion of the refund that reduces deductible royalties or that must be included in income 
for tax purposes. Specifically, only half of the ARTC will reduce royalties or be included 
in computing income for tax purposes for calendar years 2003 through 2007. For years 
2008 through 2012, the rate will increase by 10 percentage points per year to 100% 

in 2012. 


The transitional measure will be available in full to individuals who receive the ARTC, 
and to taxable Canadian corporations that pay no more than $2 million in Alberta Crown 
royalties, as defined for ARTC purposes. For corporations that pay more than $2 million 
in Alberta Crown royalties, the benefit of the transitional arrangement will be reduced on 
a straight-line basis, such that the benefit of the additional transition is completely 
removed for corporate groups that pay $5 million or more of Alberta Crown royalties. 
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1. INTRODUCTION 


The aging of the Canadian population and the movement of the baby boom cohorts into 
their retirement years will increase pressures on government spending in areas such as 
health care and the Old Age Security and Guaranteed Income Supplement programs 
(OAS/GIS). Governments have responded by improving their fiscal positions not only to 
address immediate problems but to begin to prepare for these pressures. 


Population aging will not have only negative effects on governments’ fiscal balances, 
however. The shift of the baby boom cohorts into retirement will reduce the cash-flow 
tax expenditure cost of registered pension plans (RPPs) and registered retirement savings 
plans (RRSPs) as taxable withdrawals from the plans grow faster than tax-deductible 
contributions. Some analysts have projected tax expenditure declines sufficient to offset a 
large portion of the expected increases in health and public pension costs. 


In this context; this paper analyzes the determinants of the tax expenditure cost of RPP 
and RRSP saving and projects the cost to 2041 under a variety of assumptions. While 
considerable uncertainty must be attached to any long-run projection, the general 
conclusion of the paper is that the tax expenditure cost will likely decline but that the 
reduction in the tax expenditure may be small in relation to the projected increases in 
health and public pension costs. 


Background 


Canada provides favourable tax treatment for saving in RPPs, RRSPs and deferred profit- 
sharing plans. Contributions to these plans are deductible from taxable income and 
investment income earned inside them is tax-exempt, while benefits paid out of them are 
taxable. In this way, income set aside for retirement is taxed when it is received rather 
than when it is saved. This deferral of tax has the same effect as a complete exemption of 
tax on the investment income earned on a non-deductible investment (see example in 
Appendix A). Where the taxpayer faces a lower marginal tax rate in retirement than while 
saving, an additional “income-averaging” benefit is provided. 


The Department of Finance Canada currently publishes two annual estimates of the tax 
expenditure on saving in RPPs and RRSPs. The cash-flow tax expenditure measures the 
amount of revenue foregone in the current year due to the tax treatment—that is, the 
amount of additional revenue that would be collected in the year if the tax preference 
were eliminated without any change in the pre-tax flow of funds into and out of the plans. 
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It is calculated as: (a) the tax foregone on income contributed to the plans plus (b) the tax 
foregone on investment income in the plans Jess (c) the tax collected on benefits paid out 
of the plans. This tax expenditure varies with short-term conditions such as the prevailing 
rate of return on investment as well as longer-term factors such as the maturity of the 
pension system and demographic trends that affect contribution and benefit levels. 


Because of the variability of this cash-flow measure and because it does not reflect the 
eventual taxation of the deferred income, the Department of Finance Canada has begun to 
supplement it with a present-value tax expenditure estimate. This is a measure of the 
lifetime cost to the Government of the RPP and RRSP contributions made in a year. It is 
equal to: (a) the current cost of the deduction provided for the contributions plus (b) the 
discounted cost of the tax foregone on the investment income earned on the contributions 
less (c) the discounted value of the taxes collected on pension benefits and RRSP 
withdrawals derived from the contributions and associated investment income. 


It is the cash-flow tax expenditure that best measures the effect of the tax provisions on 
the fiscal position of governments as the pension system evolves over time with an 
aging population. 


Some analysts have pointed out that the uncollected tax on RPP and RRSP balances 
could be treated as an asset of governments and that governments will see fiscal gains as 
the aging of the baby boomers brings an acceleration of withdrawals from the plans.’ * * 
The projected declines in the tax expenditure appear sufficient to offset much of the 


' Robbins and Veall have provided an estimate of $200 billion for the present value of the future stream 


of personal income tax revenues attributable to RPP and RRSP accumulations existing in 1999. 
(Jenna Robbins and Michael R. Veall, “Future Taxes on Pension Savings as a Government Asset,” 
C.D. Howe Institute backgrounder, No. 63, October 2002.) 


Marcel Mérette has simulated future savings flows and projected a decline in the cash-flow tax 
expenditure for the federal and provincial governments together from about 3.5% of gross domestic 
product (GDP) in 2001 to about —1.5% of GDP in 2043. This corresponds to a drop in the federal tax 
expenditure from 2.3% to —1.0%. In 2001 dollars, a reduction of 3.3% of GDP in the federal tax 
expenditure implies a fiscal gain of $36 billion. (Marcel Mérette, “The Bright Side: A Positive View on 
the Economics of Aging,” Institute for Research on Public Policy, Choices, Vol. 8, No. 1, March 2002. 
The tax expenditure estimates are taken from the baseline projection presented in Figure 4.) 


Robert Brown has projected a decline in the federal tax expenditure, expressed in 1991-1995 dollars, 
from $14.6 billion in 2001 to -$15.5 billion in 2041. Note that Brown excludes a portion of the tax 
expenditure as normally calculated, namely the foregone tax on investment income earned by seniors. 
This reduces the tax expenditure and increases the extent of its decline as the population ages. 
(Robert L. Brown, “Paying for Canada’s Aging Population: How Big Is the Problem?”, Canadian 
Institute of Actuaries Member’s Paper, March 2002, and “An Argument for Higher RRSP Limits,” 
Benefits Canada, September 2002.) 
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increase in health and public pension costs that is projected to accompany the aging of 
Canada’s population over the next 40 years.‘ 


Given the potential importance of these fiscal effects, the aim of this paper is to examine 
closely the determinants of the tax expenditure and to provide projections of it to 2041 
using the best available data. The paper proceeds as follows. Section 2 explores the 
relationship of the tax expenditure to economic variables and other trends using 
simplified models of the population of retirement savers. Section 3 outlines the data, 
assumptions and methods employed in our tax expenditure projections. Section 4 
provides the results of our simulations, using various assumptions with respect to key 
parameters. Section 5 concludes. 


2. SIMPLE MODELS OF THE TAX EXPENDITURE 


The cash-flow tax expenditure, TE,, for year t may be expressed as 


TE =m,C)+miyiAL, sm, B, (1) 


where C;, and B, are contributions to and benefits paid out of RPPs and RRSPs in year ¢, 
A,_; 1s the level of assets in the plans at the end of the previous year, i is the nominal pre- 
tax rate of return on plan assets in the year and mc, m, and mz are the average marginal 
tax rates applicable.to contributions, investment income and benefits (with i and m 
assumed constant over time).° 


The formula makes it evident that changes in the level of the tax expenditure over time 
depend primarily on differences in the growth patterns of contributions, assets and 
benefits. While any change in the level of the tax expenditure affects the fiscal balance, it 
is of particular interest to see what is needed to produce a negative value of TE,. To begin 
with, it is clear that simply having a higher level of benefits than contributions is not 
sufficient. For TE, < 0, the tax collected on benefits must exceed the foregone tax on both 
contributions and asset income. 


* See, for example, Harriet Jackson and Chris Matier (JM), Public Finance Implications of Population 
Ageing: An Update, Department of Finance Canada, Economic and Fiscal Policy Working Paper 
No. 2003-03, available at www.fin.gc.ca, and Chief Actuary, Office of the Superintendent of Financial 
Institutions, Actuarial Report ( 5") on the Old Age Security Program as at 31 December 2000, 
May 7, 2002, available at www.osfi-bsif.gc.ca. In the JM projections, which assume that age-specific 
per capita costs rise in line with wage growth, population aging raises public spending on health care 
by 3.0 percentage points of GDP by 2041 and OAS/GIS costs by 2.4 percentage points. In the Chief 
Actuary’s projections, which assume slower growth in age-specific benefits, population aging increases 
OAS/GIS costs by about 0.7% of GDP. From these projections, population aging may increase health 
and OAS/GIS costs by between 3.7% and 5.4% of GDP by 2041. In 2001 dollars, the range of increases 
is $40 billion to $59 billion. 


Use of the nominal interest rate reflects the fact that nominal income, rather than real income, is used as 
the benchmark tax base in the annual tax expenditure reports. 


49 


Further general information on the relationships can be obtained by making the 
simplifying assumption of a single marginal tax rate, mc = m4 = mg = m. With this 
assumption, and noting that 


Ay = (141A) +C; rae B, Or At —A;- = iA;-| Fr Cy — B, (2) 
the tax expenditure may be written as 


TE, = m(A; — A;-1). (3) 


This tells us that a year-over-year decline in the current-dollar level of RPP/RRSP assets 
is necessary to produce TE; < 0. 


Steady State Cases 


We can learn more about the tax expenditure by examining steady state cases in which 
the pension system is mature (i.e., the contribution and benefit rates as a percentage of 
earnings are unchanging), there are no demographic shifts (i.e., the population at each age 
group is equal and grows at a constant rate over time), the rate of return on assets 1s 
constant, and earnings (and GDP) grow at a constant rate. In such cases, contributions, 
assets, benefits and the tax expenditure will all occupy constant fractions of GDP. 

Let Y, be GDP, take A; = KY, and take g as the growth rate of earnings and GDP so 
Y,=(1+g)¥-1. 


Then, using (3), we can express the tax expenditure as a fraction of GDP as 


TE, a nal 2) (4) 
Y l+ eg 


t 


This demonstrates that in a steady state case, the tax expenditure will be positive as long 
as g > 0, meaning that GDP growth, produced by any of population growth, real wage 
growth or inflation, is positive. For example, with plausible values, m = 0.20, k = 1.33 
and g = 0.0302 (1% real growth and 2% inflation), we would have a federal TE; = 0.78% 
of GDP if we were in a steady state.° 


° As detailed in Table 1 in Section 3, the federal average marginal tax rates on contributions, investment 


income and benefits (under the 2004 tax structure) are 21.4%, 20.6% and 17.6% respectively. The 
weighted average of these rates is very close to 20%. In a steady state system, the value of k depends on 
the contribution rate (C/Y,), i, g, and the duration of the contribution and payout periods. For the model 
and parameter values of Case | in this section, k = 1.33. 
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Another interesting steady state result concerns the relationship between contributions 
and benefits. By rearranging (2) and using the previous assumptions, we can write the 
excess of benefits over contributions, as a fraction of GDP, as 

(Bay) opts) (5) 
y, (1 


t 


aE 
esc) 


This shows that benefits, funded out of both contributions and investment income, can 
exceed contributions on a permanent basis. The size of the excess depends on the asset 
level and the difference between the rate of return on assets and the GDP growth rate. 
With the same parameter values as above and i = 0.0557 (a 3.5% real interest rate and 

2% inflation), for example, the excess of benefits over contributions equals 3.3% of GDP. 
With a contribution rate of 3.0% of GDP, benefits are permanently 110% higher than 
contributions (6.3% vs. 3.0% of GDP). 


Even where there is a preponderance of benefits over contributions, the tax expenditure 
remains positive in a steady state case with nominal GDP growth. Expressions (2) and (3) 
show how this occurs. For TE > 0, the amount of investment income in the year must be 
greater than the excess of benefits over contributions. This point is relevant to non- 
steady-state cases as well. In most situations where benefits substantially exceed 
contributions, they will be accompanied by high levels of assets and investment income. 


Maturing Pension System 


Steady state results provide only a limited guide to future tax expenditure levels. As well 
as ignoring possible trends or fluctuations in economic variables such as investment 
yields and the rate of wage growth, they cannot take into account two key determinants of 
the tax expenditure level in Canada: the maturing of the RPP/RRSP system and the aging 
of the baby boom cohorts. 


By the maturing of the pension system is meant an increase in age-specific contribution 
rates toward a reasonably stable level during the developmental phase of the system, and 
the consequential increases in asset and benefit levels.’ The degree of maturity of the 
system will be examined more closely in Section 4. However, it may be noted that, while 
pension plans have existed throughout the 20" century, RRSPs were introduced in 1957 
and became popular starting in the 1970s. In addition, improvements in pension standards 
in the 1980s (e.g., earlier vesting, portability options) increased the effectiveness of RPPs 
in delivering pension benefits. 


There are really two phases in the maturing of a pension system: one in which age-specific contribution 
rates are increasing and a second in which contribution rates are constant but asset and benefit levels are 
still affected by the lower contribution rates of earlier years. Only when the oldest beneficiaries have 
contributed at the steady state rate since the beginning of their working careers is the system 

fully mature. 
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To investigate the effects of a maturing pension system and the aging of the baby 
boomers, we constructed a simplified model of the retirement saving process. In this 
model, individuals save from age 25 to 64 and draw pension benefits from age 65 to 84. 
The pension of each individual is drawn in a level (un-indexed) life annuity that, by age 
84, exhausts the assets accumulated at age 64. In the first cases, there are an equal 
number of people in each single-year age cohort. 


Figure | presents time series of tax expenditure levels for two cases. In Case 1: Steady 
State, contribution rates are constant across (pre-retirement) age groups and constant 
over time. As above, the yield on plan funds is 5.57% and the rate of wage growth is 
3.02%. With an aggregate contribution rate of 3% of GDP and a constant marginal tax 
rate of 20% on contributions, investment income and benefits, the resulting tax 
expenditure is constant at 0.78% of GDP. 


Figure 1 
Tax Expenditures 
Case 1: Steady State 
Case 2: Maturing Pension System 
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In Case 2: Maturing Pension System, we assumed that there were no contributions 
before 1961. The pension of someone reaching age 65 in 1971, for example, is based on 
only 10 years of contributions. Here, the tax expenditure first rises well above its steady 
state level before declining back to it. As we assume that contributions are made at 
year-end, there is no investment income and no pension benefits in 1961. For that year, 
TE = mC, (20% of 3% of GDP = 0.6% of GDP). The system attains full maturity and 

its steady state TE level of 0.78% of GDP only in 2020, the first year in which the 
84-year-olds, who were age 25 in 1961, have contributed for their full careers. 


Figure 2 helps to explain the simulation result by displaying how the three components of 
the tax expenditure, C;, iA;_; and B,, evolve over time. As the history of contributions 
progresses from its 1961 start, asset and investment income levels grow and so, with a 
lag, do benefit levels. The lag in the growth of benefits behind that of assets and 
investment income is what creates the temporary increase in the tax expenditure above its 
steady state level. 


a2 


With regard to the prospect of fiscal gains in the years to come, we see that a maturing 
pension system can create a fairly long period of declining tax expenditures—from 1990 
to 2020 in this stylized model—but only from a level that is temporarily above its steady 


state value. 


per cent of GDP 


Figure 2 
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Case 2: Maturing Pension System 
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Note; While benefits are subtracted in determining TE, they are shown 
as positive here. This allows us to see how the difference, iA — B, 
contributes to TE. 


Aging of the Baby Boom Cohorts 


As seen in Figure 3, the numbers of births in Canada during the 20 years from 1946 to 


the mid-1960s 


were 25% to 45% higher than a trend-line connecting the numbers in 


adjacent periods. 


thousands 


Figure 3 
Number of Births in Canada 
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To investigate the effects of such a population bulge on pension flows and the tax 
expenditure, we modified the “Maturing Pension System” model, simply increasing by 
35% the level of contributions for the cohorts born between 1946 and 1965. These baby 
boomers entered the model by reaching age 25 between 1971 and 1990; they reach age 
65 between 2011 and 2030, and by 2050 they have disappeared from the model. Since the 
pension benefits of each single-year age cohort are calculated so as to exactly exhaust the 
savings it has accumulated at age 64, the higher contributions of the baby boomers 


translate into higher asset and benefit levels as the baby boomers reach retirement age. 
The results are shown in Figures 4 and 5. 


Figure 4 
Tax Expenditures 
Case 2: Maturing Pension System 
Case 3: With Aging Baby Boom Cohorts 
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The tax expenditure for the baby boom case rises above that of the mature-system case to 
a peak in 2010 and then declines sharply to reach a minimum value at 2030, the only year 
in which baby boomers make up 100% of the retired population. After 2030 TE rises 
again, reaching its steady state level in 2050. 


Comparing Figures 2 and 5, we see that asset and benefit levels are slightly lower as 
percentages of GDP up to 2010 than with no population bulge. After that point they rise 
to higher levels. This is because the first effect of the high-population cohorts is to raise 
the aggregate levels of earnings, GDP and contributions. Asset and benefit levels increase 
only with a lag. It is also worth noting that the kinks in the TE and benefits lines in 
Figures 4 and 5 result from the simplifying assumption that benefits commence abruptly 
at age 65 for everyone in the population. This assumption is relaxed in the projections of 
Section 4. 


In summary, these simple models of the tax expenditure and the retirement saving 
process tell us that both a maturing pension system and the aging of the baby boom 
generation can create substantial declines in the tax expenditure level. However, so long 
as the economy continues to grow in nominal terms, they should not be sufficient to 
reduce the tax expenditure to zero or below. 


3. DEVELOPMENT OF THE PROJECTIONS 


In this section, we outline the data, assumptions and methods employed in our projections 
of the cash-flow tax expenditure on saving in RPPs and RRSPs for the period 2001 to 
2041. The results are presented in Section 4. 


The projected tax expenditures are for savings in RPPs and RRSPs together. Projecting 
tax expenditures separately for the two types of plans would provide misleading results 
since individuals frequently transfer RPP assets to RRSPs at retirement or when changing 
jobs before retirement. 


The projections follow the simpler models of Section 2 in the key respect that the 
RPP/RRSP benefits received by each single-year age cohort are exactly determined by 
the cohort’s contributions and the investment income earned on them. Second, while 
contribution rates (contributions as a percentage of earnings) vary with age, the age- 
specific contribution rates are assumed to remain constant throughout the projection 
period. This assumption is maintained as well for benefits received by those under 

age 65. It is the level of benefits received by those age 65 and over that are determined by 
the flows of contributions and investment income. The following specific components of 
the projection are elaborated in the balance of this section: 


= values of economic parameters — the rate of inflation, the real growth rate of wages 
and the real rate of return on RPP/RRSP assets; 


"a projection of the population by single years of age for each year to 2041; 


Nn 
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« the form in which benefits are paid out over the life of each asset holder; 


= base-year (2001) levels of earnings, contributions, assets, benefits and marginal tax 
rates on the income flows by single years of age; and 


= projected levels of earnings, GDP, savings flows and marginal tax rates. 


Economic Parameters 


The projections depend on key economic parameters, each of which is subject to a 
considerable degree of possible variation over time. For the first projection, or “reference 
scenario,” we employ the following parameter values: 


Table 1 
Key Economic Parameters 


Real Nominal® 
(% per annum) 


Inflation rate n/a 2.00 
Wage growth 1.00 3.02 
Return on investment Bi 8 oe W 


As a comparison, in his most recent long-run projection of Canada Pension Plan (CPP) 
costs, the Chief Actuary chose the following parameters for the long run: inflation, 
3.00%, real growth in the average wage, 1.10%, and real rate of return on investment, 
4.10%.’ A higher real rate of return may be expected on CPP assets than on RPP/RRSP 
assets because of the greater diversification opportunities and lower administration costs 
available to a single, very large fund. 


The nominal wage growth rate = 1.01*1.02 — 1; the nominal rate of return on 
investment = 1.035*1.02 — 1. 


Chief Actuary, Office of the Superintendent of Financial Institutions, Actuarial Report (18"") on the 
Canada Pension Plan as at 31 December 2000, December 10, 2001. These parameters apply for years 
beginning in 2015. For the years 2001-2014, the assumed rates are variable, averaging 2.4% for 
inflation, 0.7% for real wage growth and 4.4% for the real rate of return on investment. 
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Population Projection 


The population projection, from 2001 to 2041 by single years of age, is Statistics 
Canada’s “medium” growth scenario extended from 2026 to 2041 under the assumption 
that fertility, mortality and migration rates remain constant at their 2026 levels (fertility: 
1.48 births per woman; life expectancies at birth: 80.0 years for males and 84.0 years for 
females; immigration: 250,000 persons per year).'° It is the projection used by Jackson 
and Matier."’ 


Figure 6 illustrates the age structure shifts embodied in the projection. It shows the 
populations age 65+ (“seniors”) and 60+ as percentages of the “adult” population age 
20+. The proportion of seniors in the adult population begins to rise quickly after 2010. 
For obvious reasons, the corresponding increase in the proportion of adults age 60+ starts 
five years earlier. Over the period, seniors’ share of the adult population increases by 
83% and the share of the 60+ population by 72%. These populations increase even more 
strikingly—by about 120%—in relation to the “working age” populations (20-64 and 
20-59). In the context of the tax expenditure projections, the growth of the age 60+ 
population is the more important trend since by age 60 benefit payments out of RPPs and 
RRSPs substantially exceed contributions to them. 


Figure 6 
Age Structure Shifts 
Population Age 65+ and 60+ as a Per Cent of Population 20+ 


per cent 
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'° Statistics Canada, Population Projections for Canada, the Provinces and Territories, March 2001, 
Catalogue No. 91-520. 


'' Harriet Jackson and Chris Matier, op. cit. 
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Form of Benefit Payouts 
Modelling the payout of RPP/RRSP benefits involves several considerations: 


= the age of commencement of benefits; 
# their pattern over time (level, increasing or decreasing); and 


" their duration, taking into account declining survival rates at higher ages. 


Each of these factors can affect the tax expenditure level. In general, the later that 
benefits commence, the more back-loaded they are through inflation adjustments, other 
ad hoc increases and payments at death, and the longer their duration, the greater will be 
the degree of tax deferral and the level of TE. For example, in the steady state case of 
Section 2, shortening the benefit payout period by five years to age 79 would reduce the 
value of TE from 0.78% to 0.71% of GDP. For a given level of contributions, shortening 
the payout period reduces both investment income and benefits, but the reduction in 
investment income is greater than the reduction in benefits. 


Based on an analysis of current payout patterns outlined in Appendix B, the benefit 
payouts in the projections are determined in the following manner: 


= for each age under 65, the level of benefits is constant as a percentage of earnings 
throughout the projection period; 


= benefits paid out at ages 65+ are determined so that, for each age cohort, they exactly 
exhaust the cohort’s assets at age 64 plus post-age-64 contributions; and 


= benefits from age 65 are paid out in the form of a 20-year term-certain annuity ending 
at age 84 and subject to indexing at a rate of the Consumer Price Index (CPI) less 1% 
(which implies 1% indexing in the reference scenario). 


Base-Year Values for Earnings, Savings Flows and Marginal Tax Rates 


We obtained aggregate levels of earnings and RPP/RRSP contributions and benefits by 
single years of age from the T1 microdata file for taxation year 2000 and then adjusted 
them in certain ways to produce estimates for base year 2001.'* For each of the variables, 
we allocated the amounts reported by tax filers under age 20 to those age 20—24 and the 
amounts reported by those age 85+ to those age 65-84. The allocations were made in 
proportion to the existing amounts in the 20-24 and 65-84 age groups. These minor 
adjustments ensured that the total reported levels of earnings, contributions and benefits 
were captured in the projection model. 


'* All the statistics presented in this paper on the distribution of benefits and contributions across tax filers 
are taken from T1 files created by the Canada Customs and Revenue Agency. These annual files are 
stratified samples of tax filers. The latest available file is for the 2000 taxation year. 
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Earnings include several items identified on the T1 file: employment income, 
commissions from employment, other employment income, net business income, net 
professional income, net commission income, net farming income and net fishing 
income. For 2000, 16.1 million tax filers reported total earnings of $504.7 billion. To 
obtain earnings aggregates by age for 2001, we adjusted the 2000 levels by the factor 
1.045. This is the 2001-to-2000 ratio of the National Accounts totals of wages and 
salaries plus unincorporated business income. 


RPP/RRSP contributions include employer and employee RPP contributions and RRSP 
contributions. (No data is available on employer contributions to deferred profit-sharing 
plans.) Employee RPP contributions totalling $6,722 million were reported on the T1 file. 
To account for employer contributions not reported on the T1 file, we inflated the 
contributions at each age by the ratio $19,362/$6,722 to bring them to the Statistics 
Canada estimate of total RPP contributions for 2000.'’ RRSP contributions totalling 
$28,212 million on the T1 file were added to the RPP contributions. Next, we divided 

the 2000 contributions by the corresponding earnings levels to calculate contribution 
rates by age. These vary from 1.3% at age 20 to over 11% for the 50-64 age group and 

to over 15% for those with earnings at age 66. Applying the contribution rates to the 

2001 earnings levels produced estimates of contributions by age for that year. 


RPP/RRSP benefits on the T1 file include RPP income, RRSP annuity income, other 
RRSP withdrawals and withdrawals from registered retirement income funds (RRIFs). 
They totalled $48,926 million in 2000. As noted in the previous section, we treated 
benefit payments up to age 64 in a parallel manner to contributions, calculating benefit 
rates by dividing benefits by earnings for 2000 and applying these rates to projected 
earnings levels to produce benefit levels by age for 2001. For benefits received by seniors 
in 2001, we had two possible information bases. We could use an annuity formula to 
impute benefit levels from RPP/RRSP asset holdings by age from the 1999 Survey of 
Financial Security (SFS) or we could take pension income levels directly from the 
2000 T1 file.'* We chose the T1 data, as it is one year more recent and based on a large 
sample of tax returns rather than a smaller sample of household interviews. To obtain 
2001 benefit levels, we updated the 2000 levels by the factor 1.084, the average rate of 
increase in aggregate RPP/RRSP benefits over the period 1997-2000. 


'° Statistics Canada, Canada’s Retirement Income Program: A Statistical Overview (1990-2000), 
Catalogue No. 74-507. 

'* Statistics Canada, The Assets and Debts of Canadians: An Overview of the Results of the Survey of 
Financial Security, Catalogue No. 13-595, and The Assets and Debts of Canadians: Focus on Private 
Pension Savings, Catalogue No. 13-596. 


RPP/RRSP assets do not show up in taxation data but are reported in aggregate by 
Statistics Canada on an annual basis. In addition, the SFS provided estimates of the 
distribution of these assets across households in 1999. There are some inconsistencies 
between different Statistics Canada estimates. For example, the 1999 estimate of RPP 
assets in the SFS was $604 billion while the current estimate for that year is 

$781 billion.’’ In contrast, the annual estimates of RRSP assets do not include assets held 
in self-administered plans or RRIFs, so the 1999 estimate of $268 billion is considerably 
lower than the estimate of $408 billion in the SFS. 


Another difficulty in arriving at reasonable base-year asset levels is the behaviour of 
stock markets since 2000, the last year for which we have estimates. Using Statistics 
Canada’s annual data together with an adjustment of RRSP assets by the factor 408/268 
to include self-administered plans and RRIFs, we have aggregate estimates of 

$1,189 billion for 1999 and $1,250 billion for 2000. However, with the market 
downturn these estimates are likely to be too high as a basis for projecting 

future retirement benefits. 


Since the tax expenditure formula for year f includes assets at the end of year #1, 2000 is 
the base year for assets in our projection. In response to the data difficulties noted above, 
we have taken the following approach to estimating these assets. For ages 64+, we have 
calculated asset levels directly from the 2001 benefit levels given the assumption that the 
benefits are paid out in the form of a term-certain annuity to age 84 with indexing at a 
rate of CPI growth less 1%.'° For ages up to 63, the assets are based on those reported in 
the SFS for 1999. Statistics Canada provided us with a distribution of RPP/RRSP assets 
by single years of age for ages 25-74. We smoothed this profile by taking a three-age 
moving average of the single-year estimates and we extrapolated it by allocating the 
assets held by those under 25 to the 20—24-year-olds. Then we inflated the levels by a 
factor of 1.1 to obtain estimates for 2000. The resulting asset total of $1,065 billion for 
2000 is purposefully lower than the Statistics Canada estimate to allow in an ad hoc 
manner for the asset declines that have occurred in 2001 and 2002. 


The resulting age profiles of contributions, investment income (equal to assets times the 
assumed interest rate of 5.57%) and benefits are presented in Figure 7. Two points are of 
particular interest. First, even though the median retirement age is currently about 62, 
RPP/RRSP benefits begin to exceed contributions as early as age 56. This suggests that 
the effects of the aging of the baby boom cohorts on the TE level should be expected to 


' Statistics Canada, Canada’s Retirement Income Program: A Statistical Overview, Catalogue No. 74-507. 
Statistics Canada has recently revised its RPP asset estimates to move from a book value to market value 
basis for trusteed funds. 

'© With B, representing benefits received at age x and a = (1+ ACPI — .01)/(1++), the formula for the 

Ley ser ) 


*(1+i)l-a) 


asset held at age xis A. = B 


60 


start showing up very soon rather than only in 2011, when the first baby boomers reach 
age 65. Second, and more important, we see that older cohorts dominated by beneficiaries 
rather than contributors still account for a substantial proportion of total assets and 
investment income. For example, those age 56 and over hold 48% of the assets. This 
implies that the foregone tax on investment income should remain high as the baby boom 
moves into retirement, thus limiting the reduction in the tax expenditure caused by the 
demographic shift. 


Figure 7 
Age Profile of Total Contributions, 
Investment Income and Benefits, 2001 
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The marginal tax rates (MTRs) on contributions, investment income and benefits are 
the final component of the 7E estimate for the base year. We have estimated these for 
single-year age cohorts, using microdata on contributions and benefits. Since we are 
projecting federal tax expenditures we consider only federal tax rates. Since tax 
reductions have been legislated that are not yet in effect, we use the 2004 tax structure as 
the basis for all the rates. 


In describing further how the rates are calculated, it is necessary to be quite precise about 
their nature. 


First, they are “average” marginal tax rates in two separate ways. The rate on 
contributions for an age cohort, for example, is an average of that for all contributors in 
the cohort. In addition, the rate for each contributor is an average of that for each dollar 
contributed. For example, in 2004 the federal MTR rises from 22% to 26% at an income 
threshold of $70,000. For a contributor with income of $75,000 and an RRSP 
contribution of $10,000, the MTR on the first dollar of contribution is 26% but the 
average MTR on the total contribution is 24% ($5,000 at 26% and $5,000 at 22%). 


Second, the MTR on investment income is determined in conjunction with the MTRs on 
contributions and benefits, and the effects differ in the two cases. For contributors, 
elimination of the tax preference means loss of the deduction on the contribution plus 
an income inclusion of some amount of formerly sheltered investment income. 
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In the case of the contributor earning $75,000, for example, this means an increase in 
taxable income from $65,000 to $75,000 due to the elimination of the RRSP contribution 
deduction plus a further increase to, say, $80,000 on account of the investment income. 
Computed in this manner, the average MTR on the investment income is likely to be as 
high or higher than that on contributions. (In the example, it is 26% as compared to 24% 
for the contribution.) For beneficiaries, on the other hand, the inclusion of investment 
income offsets, fully or partly, the tax reduction from excluding RPP/RRSP benefits from 
taxable income. Consider an individual with reported income of $35,000 of which 
$15,000 is RPP income, and with sheltered RPP/RRSP investment income of $10,000. 
Eliminating the tax on benefits reduces this individual’s taxable income to $20,000, but 
taxing the sheltered investment income raises it back to $30,000. Based on the tax 
brackets of 2004, the average MTR on both changes is 16%. In general, the average MTR 
on investment income for beneficiaries will be very similar to that on the benefits. 


We calculate for each age cohort average MTRs on investment income as a weighted 
average of MTRs for contributors and beneficiaries. The weights are the total levels of 
contributions and benefits for the age cohort. For contributors, the MTR is based on an 
estimate of the average RPP/RRSP investment income of contributors in the cohort. For 
beneficiaries, we assume the same MTR for investment income as for benefits. 


Overall MTRs for contributions, investment income and benefits are calculated as 
weighted averages of the MTRs for each age cohort. For base year 2001, Table 2 presents 
the results. 


Table 2 
Marginal Tax Rates on Savings Flows for 2001 
(%) 
Contributions Je 
Investment income! 
Contributors Oak. 
Beneficiaries Troe 
Total 20.6 
Benefits 17.6 
'MTRs for 2000. 
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Tax expenditure for 2001. Based on the TE formula from Section 2, the projected 2001 
tax expenditure is: 


TE = (0.214)($49,714 million) + (0.206)($59,334 million) — (0.176)($52,207 million) 


$13,677 million.'’ 


This tax expenditure amounts to 1.25% of Canada’s GDP for 2001 (estimated at 
$1,092 billion). 


Projections to 2041 


Projected TE values are based on projections of earnings, contributions, benefits, assets 
and MTRs over the period. 


To project aggregate earnings by age, we first obtained per capita earnings levels for 
2001 by dividing the 2001 aggregates by the population in each age cohort. Next, we 
projected the per capita earnings levels to future years by the assumed rate of wage 
growth (3.02% in the reference scenario). Finally, we obtained aggregate earnings by 
inflating the projected per capita wage levels by the projected population at each age. As 
we assume that total earnings represent a constant fraction of GDP throughout the period, 
projected total earnings define projected GDP levels. 


The projection of contributions is based on the assumption that age-specific contribution 
rates remain unchanged at their 2000 values. Thus, aggregate contribution levels by age 
are obtained simply by applying the contribution rates to the projected levels of earnings 
at each age. 


As noted above, the methods used in projecting benefits are different for those under age 
65 than for seniors. For those age 20-64, benefits are assumed constant as a percentage of 
earnings for each age cohort. As in the case of contributions, aggregate benefits by age 
are obtained by applying the benefit rates to the projected earnings levels. For seniors, we 
calculated the aggregate amounts of benefits received at each age and for each year from 
the expression that relates the initial benefit amount of an indexed term-certain annuity to 
the asset available to fund it.'* It should be noted that this procedure results in benefits for 
a particular age cohort that increase over time at a slightly higher rate than CPI growth 
less 1%. The reason is that the assets held by seniors are modified each year not only by 
the payout of benefits but by the modest levels of contributions they continue to make. 


'’ Due to differing assumptions concerning asset levels and MTRs (e.g., we assume that tax reductions 
phased in to 2004 are fully implemented), this estimate is lower than the corresponding estimate of 
$16,165 million in the annual 7E estimates presented in Part 1 of this Tax Expenditures and Evaluations 
report. 


'S For assets A,_; held at the end of the previous year and with the other variables defined as in footnote 16, 
1l+i)\l-—a 
the formula is B. = A, , ey 
— a 7 : 


The level of assets held at a given age, x, at the end of any year, ft, in the projection is 
obtained directly from the simple accounting expression 


A,, = (14+ Ay 11 +Cy, — Bey (6) 


x—1,t-1 
The average MTRs by age for contributions, investment income and benefits are 
assumed constant over the projection period. With changes in the age distribution of these 
savings flows, the overall MTRs can vary from year to year. However, in practice the 
variation is slight. The MTR on contributions drops from 21.4% to 21.3% and then 
regains its initial value; that on benefits declines from 17.6% to 17.4% and then rises to 
17.7%; and that on investment income declines from 20.6% to 20.2% over the period. 


4. RESULTS 


In this section, we present the tax expenditure projection for the reference scenario, based 
on the assumptions and methods outlined above. We also explore how the projection is 
sensitive to the economic parameters by making alternative assumptions regarding their 
values over time. 


Reference Scenario 


In the previous section, the TE for RPP/RRSP saving was estimated at 1.25% of GDP 
for 2001. Our reference scenario projection provided in Figure 8 suggests that the TE 
will decline as Canada’s population ages, but only modestly, reaching 1.11% of GDP 
by 2041. 


In 2001 dollars, a TE decline of 0.14% of GDP amounts to about $1.5 billion, far smaller 
than the declines of over $30 billion in the projections cited earlier in this paper. 


Figure 8 
Tax Expenditure Projection, 
Reference Scenario, 2001-2041 
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Figure 9 shows that, with contributions maintaining a roughly constant share of GDP, it is 
the fact that benefits rise more rapidly than investment income that produces the TE 
decline. On the-other hand, as we saw in the more stylized aging baby boom model of 
Section 2, the drop in the TE is limited by the continuing growth of asset levels that 
accompanies the aging of the baby boom cohorts. 


Figure 9 
Tax Expenditure Components 
in the Reference Scenario 
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Why does this projection not exhibit the same rapid decline in 7E as seen in the aging 
baby boom model in Figure 4? One possible answer is that the Canadian pension system 
is less mature than the model of Section 2 in which age-specific contribution rates were 
assumed constant from 1961 on. Figures 10 and 11 provide some evidence of this. 


Figure 10 
RPP/RRSP 
Contribution and Benefit Rates 
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Figure 10 shows how the RPP/RRSP contribution rate (total contributions as a percentage 
of GDP) has evolved since 1965. It also shows the increase in benefits over the latter part 
of the period.'” The contribution rate rose substantially in the 1970s and again in the 
1990s. The modest decline in recent years has not been fully studied, but its sources 
could include: (1) a decline in public sector employment in the early and mid-1990s; 

(2) rapid employment growth after 1993 concentrated in sectors (small business, high 
technology) and demographic groups (youth) with relatively low pension coverage and 
savings rates; (3) a shift in saving from RRSPs to registered education savings plans with 
the introduction of the Canada Education Savings Grant in 1998; and (4) the reduction 
and/or freezing of the dollar limits on RPP benefits and RPP/RRSP contributions in 1996 
and subsequent years. 


This contribution rate history will overstate the change in contribution behaviour to the 
extent that it is affected by the movement of the baby boom cohorts into high-saving age 
groups. To correct for this factor, Figure 11 shows the age profile of contribution rates, 
expressed here as percentages of reported earnings, for the years 1969, 1979, 1989 and 
2000. These years were chosen both to span the period and because they were all years of 
relatively good economic conditions.” From the figure, it is evident that the contribution 
increases in the 1970s and the 1990s were not merely the result of the movement of the 
baby boom cohorts into high-saving age groups. 


Figure 11 
RPP/RRSP Contribution Rates 
by Age Group: 1969, 1979, 1989 and 2000 
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'” The data on RPP contributions come from Statistics Canada, Pension Plans in Canada, Catalogue 
No. 74-401, various years. RRSP contribution levels and RPP/RRSP/RRIF benefit levels are taken from 
the Canada Customs and Revenue Agency (CCRA), Taxation Statistics, various years. 


*° The data are for five-year age groups and were taken from Table 4 of CCRA, Taxation Statistics. The 
RPP contribution levels used in calculating the RPP/RRSP contribution rates were obtained by applying 
the ratio of total RPP contributions (from Statistics Canada, Pension Plans in Canada) to total employee 
contributions (Taxation Statistics) to the age-group employee contributions. 
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An increase in the contribution rate up to the 1990s would delay the maturation of the 
pension system and raise TE levels in the projection period. However, it appears 
inadequate to fully explain the relatively slow decline in the TE between 2011 and 2031. 
Two other factors likely contributed. First, while in the stylized models of Section 2 the 
receipt of RPP/RRSP income is limited to the 65+ age group, the projection model 
recognizes that it is actually spread out over the life cycle with over 43% of benefits 
going to those under 65. Second, while the baby boom model of Section 2 assumes no 
demographic variation apart from the aging of those cohorts, there has been in fact a baby 
boom echo producing a small second peak in births around 1990 (as seen in Figure 3). 
Those echo cohorts will enter the labour force around 2010 and their high-saving years 
around 2030. Their effect is seen in a slight increase in the aggregate contribution rate, 
from 4.55% to 4.70% of GDP, over the projection period. Taken together, these three 
factors should account for the gradual pace of decline in the projected tax expenditure 
after 2010. 


Sensitivity to Assumptions 


Any long-run economic projection depends on the parameters assumed for factors such as 
real wage growth, inflation and the real return on investment. Our reference scenario 
employs plausible parameter values, which are quite similar (very similar real wage 
growth, somewhat lower inflation and a slightly lower real interest rate) to those used by 
the Chief Actuary in projecting CPP costs. However, other economic scenarios are quite 
possible so it is of interest to see how changes in key parameters would affect the TE 
projection. The parameter changes considered here include changes in the rate of real 
wage growth, the rate of inflation, and the real rate of return on investment. Also, in 
Appendix C, we examine the effect of departing from the definition used in the annual 
tax expenditure estimates by modifying the estimated marginal tax rates to take into 
account reductions in Guaranteed Income Supplement benefits due to the receipt of 
RPP/RRSP benefits or investment income on RPP/RRSP assets. 


Figure 12 provides TE projections where, after a phase-in period, the rate of growth of 
real wages is assumed to be 2% or 0% per annum rather than the reference scenario 
value of 1% per annum. Over the phase-in period, the growth rate increases or decreases 
by 0.1 percentage point per year, reaching its final value by 2011. 


The effects on the TE values are quite modest, with maximum changes of about 0.07% of 
GDP during the period. Another finding of interest is that the short- and medium-term 
effects of a real wage change are opposite to the long-term effects. Equation (4) of 
Section 2 showed that, in a steady state case, TE is positively related to the growth rate of 
earnings and GDP. Here, though, there is a 33-year transition before that result becomes 
evident. The reason is that, in the faster wage growth (2%) case, for example, the 
constant initial value of assets produces levels of investment income and benefits that are 
lower (as a percentage of GDP) than in the reference scenario, and the initial impact is 
significantly greater for investment income than for benefits. At 2021 the level of 
investment income is lower by 1.02% of GDP while the level of benefits is lower by 
0.73%. For the lower wage growth case, the converse is true. 
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Figure 12 
Tax Expenditure 
With Different Rates of Real Wage Growth 
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Figure 13 shows the effect of alternative assumptions about the inflation rate—3% 
(as assumed by the Chief Actuary) and 1% per annum as compared to the reference 


scenario assumption of 2%. Again, the alternative rates are phased in over the period 
to 2011. 


Figure 13 
Tax Expenditure 
With Different Rates of Inflation 
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Here the effects on the 7E levels are simpler and stronger than for changes in real wage 
growth. The main reason for this is that higher inflation, for example, is reflected in a 
correspondingly higher nominal rate of return. This produces an immediate and 
proportional increase in the level of investment income, a positive component of TE. 
This direct effect on TE is essentially the only effect since additional inflation otherwise 


has the same proportional effect on the levels of earnings, GDP, contributions, assets 
and benefits. 
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The effect of an increase in the real rate of return on investment is shown in Figure 14, 
in which scenarios with real rates of return of 4.5% and 2.5% per annum, phased in by 
2011, are compared with the reference scenario (3.5%). The results are similar to that of 
the inflation case in that a change in the real rate of return on investment directly affects 
the TE level through its investment income component. However, because the real return 
increase produces a more direct and immediate increase in asset levels than in benefit 
levels, it results in a further increase in the TE level that is reversed after a period of time 
as the asset increases are translated into faster benefit growth. 


Figure 14 
Tax Expenditure 
With Different Real Rates of Return on Assets 
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A related scenario of interest involves a drop in the real rate of return during the 
projection period. General equilibrium, overlapping generations models predict such a 
result in response to a rise in the capital-labour ratio as the population ages and growth in 
the labour force slows.’' Simulating such a change as a rise in the real rate to 4.5% by 
2011 and then a faster drop in the rate from 4.5% to 2.5% per annum by 2021 yields a 
time path of TE that is roughly approximated by a drop from the 4.5% track to the 2.5% 
one in Figure 15. By 2041, the TE value in the declining yield case is 0.83% of GDP, 
somewhat lower than the value of 0.90% in the 2.5% yield case. 


*! See, for example, Ketil Hviding and Marcel Mérette, Macroeconomic Effects of Pension Reform in the 
Context of Aging: OLG Simulations for Seven OECD Countries, OECD Working Paper No. 201, 
June 1998 and William Scarth, “Population Aging, Productivity and Living Standards,” Institute for 
Research on Public Policy and the Centre for the Study of Living Standards, The Review of Economic 
Performance and Social Progress: Towards a Social Understanding of Productivity, Vol. 2, 
December 2002. 
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Figure 15 
Tax Expenditure with a Decline in the Real Rate of 
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Finally, it is of interest to explore economic conditions that could result in a drop to quite 
low levels of TE as the population ages. Figure 16 combines the declining real rate of 
return scenario (4.5% in 2011 to 2.5% in 2021) with declines in inflation and real wage 
growth. In the first case, inflation declines from 2% to 1% by 2011, yielding nominal 
wage and GDP-per-worker growth of about 2%. In the second, both the inflation rate and 
the real wage growth rate decline to zero by 2011, producing zero growth in nominal 
wage levels and GDP per worker. Between 2011 and 2041, the federal TE drops from 
1.25% of GDP to 0.51% in the 2% growth case and to 0.05% in the zero-growth case. 


Figure 16 
Tax Expenditure With a Declining Return on 
Assets and Low Nominal Wage Growth 
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Even with considerable variation in economic parameters from those in the reference 
scenario, these projections do not exhibit declines in the tax expenditure to substantial 
negative values such as those projected in the studies cited in footnotes 2 and 3. What 
differences in methodology or assumptions could explain the differing results? A full 
accounting of the differences cannot be made here, but some points are worth 
mentioning. First, the projections in this section reflect the fact that individuals under age 
65 receive about 43% of total RPP/RRSP benefits. This reduces the estimated effect of 
population aging on the aggregate level of benefits and thus on the TE value as compared 
to models in which seniors receive all benefits. Second, the projections here assume 
conservative long-run real rates of return on investment (3.5% in the reference scenario 
and up to 4.5% in alternative cases) while the cited studies appear to assume rates of 7% 
or higher at least in the early years of the projection period. High real rates of return tend 
to raise future benefits in relation to contributions and so produce a decline in TE values. 
Third, the current projections generally assume positive inflation while the cited studies 
ignore inflation. In addition, one of the studies assumes zero real wage growth. Again, 
these differences result in lower growth in the benefit-to-GDP ratio here than in the other 
studies. Finally, as noted earlier, one of the other projections is based on a modified 
definition of the tax expenditure that is lower and more sensitive to population aging than 
the conventionally-defined TE. 


5. CONCLUSION 


In the reference scenario, we estimate a decline in the federal tax expenditure on 
RPP/RRSP saving of 0.14% of GDP or $1.5 billion in 2001 dollars. A sharp and 
sustained decline in the real interest rate would increase this TE drop, especially if it were 
accompanied by a significant decline in real wage growth and inflation. On the other 
hand, increases in the rates of real wage growth, inflation and the return on investment 
over the period would tend to offset the projected TE decline. This range of scenarios 
demonstrates the high degree of uncertainty that must be attached to long-run projections. 
At the same time, they suggest that it would not be prudent for governments to count on 
receiving very large fiscal gains as a result of a decline in the tax expenditure on 
RPP/RRSP saving. 


Finally, we would note that changes in the tax expenditure for retirement saving are only 
one aspect of the effect of population aging on income tax revenues—and probably not 
the dominant one. In particular, even though governments recoup deferred taxes as 
seniors withdraw funds from RPPs and RRSPs, the more important fact is that seniors 
generally have lower incomes than working-age taxpayers and so pay lower taxes. As 

a result, an increasing population share of seniors should tend to depress income 

tax revenues. 
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APPENDICES 


A. Rate of Return on RPP/RRSP Saving 


The value to savers of the tax preference on RRSP (and RPP) saving is sometimes not 
well understood. Some suggest that because RRSP proceeds are eventually taxed, the 
double taxation of savings inherent in an income tax system is reduced but not 
eliminated. Others conclude that the attractiveness of RRSP saving depends on whether 
the tax refund from the contribution deduction is saved or spent. These conclusions are 
based on a misunderstanding of what saving is and a failure to take the value of the 
contribution deduction fully into account. 


Saving is the deferral of consumption from one period of time to another. The rate of 
return on saving is the rate at which consumption can be exchanged between periods. In 
the case of an RRSP contribution of $1,000 by an individual facing a marginal tax rate of 
40%, for example, the net cost of the contribution and the net reduction in current 
consumption is $600. This is the amount of saving and thus the amount on which the rate 
of return calculation should be based. (Analysts sometimes calculate a rate of return 
based on a $1,000 RRSP contribution together with investment of the $400 tax refund 
outside an RRSP. By analyzing a mix of RRSP and non-RRSP saving, this procedure 
cannot correctly measure the return to RRSP saving.) 


With a one-year investment and a pre-tax rate of return of 10%, the $1,000 RRSP 
contribution yields pre-tax proceeds of $1,100. After taxation at 40%, the net proceeds 
are $660, providing an after-tax rate of return of $60 or 10% on the net savings of $600. 
As the after-tax and pre-tax rates of return are the same, we can conclude that the RRSP 
has the same effect as the complete elimination of tax on the investment income earned 
on monies saved outside an RRSP.' This result is demonstrated more formally below 
along with the effect of tax rates that vary between periods. 


To obtain the after-tax rate of return on RRSP saving, we need to determine the rate at 
which current consumption can be exchanged for future consumption using an RRSP. 
Consider consumption levels in two periods, Co and Cy, that depend on income levels, 
Y, and Yy, marginal tax rates, mp and my, tax parameters, Ko and Ky, that account for 
tax credits and the taxation of part of income at tax rates less than mo or my, the level of 
the RRSP contribution, Ro, and the pre-tax nominal rate of return, i, earned on the funds 
in the RRSP. 


' This is also the same result as would be obtained through saving in a tax pre-paid savings plan (TPSP). 
Contributions to a TPSP are not deductible, but investment income earned in the plan and benefits paid 
out of it are not subject to income tax. 
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The effects of an incremental change in the level of the RRSP contribution on Co and Cy 
are 


Consequently, the rate at which consumption can be exchanged between the periods by 
RRSP saving is 
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To convert this to an annual rate of return on RRSP saving, we ignore the negative sign, 
take the N" root of the expression and subtract 1. 


Where there are no income-averaging effects and the RPP/RRSP tax treatment provides a 
pure tax deferral, we have my = mo and RR = i. 


Where my is lower than mo, as will often be the case in saving for retirement, RR will 
exceed i. The importance of possible income-averaging effects on RR depends on the 
holding period, N, as well as the tax rates. Consider the case of an individual who faces a 
top-bracket (federal/provincial) tax rate of 45% before retirement and a lower rate of 30% 
after retirement. With a pre-tax rate of return of 7%, the after-tax rate of return is 9.6% 
with a 10-year holding period and 8.3% with a 20-year period, indicating that the income- 
averaging effects become relatively less important as the holding period increases. 
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B. Form of:Benefit Payouts 


In the projections, benefits received at each age up to 64 are assumed constant as a 
percentage of earnings while benefits received by those age 65+ are assumed to be paid 
out in the form of a term-certain annuity to age 84 with indexing at a rate of CPI growth 
less 1%. For each age cohort, the present value of post-age-64 benefits is equal to the sum 
of assets at age 64 and the present value of post-age-64 contributions. This appendix 
reviews the information about current benefit patterns on which these assumptions 

are based. 


RPP/RRSP benefit payments are received not only by seniors and retirees. Taxation 
statistics for 2000 indicate that of $48.9 billion in total benefit payments, 12.2% went to 
individuals under age 55, 31.2% to those age 55—64 and 56.6% to those age 65+. Total 
payments to the 55—64 age group are composed of annuity income, mostly from RPPs but 
also from matured RRSPs, and discretionary withdrawals from RRSPs and RRIFs. 
Among both the 55—64 and 65+ age groups, annuity income accounts for 80% of the 
total. Pensioners age 55—64 have higher pensions on average than 65—69-year-olds. This 
reflects the payment of bridge benefits, which cease at age 65, as well as other factors. 


RPP pensions usually begin at retirement but are not required to commence until age 69. 
RRSPs must be used to purchase annuities or converted to RRIFs by age 69, and RRIF 
payments must begin by age 70. In 2000, the percentage of tax filers reporting 
RPP/RRSP income rose from just over 50% at age 65 to over 68% at age 71, indicating 
that a considerable number of seniors are able to defer receipt of registered plan income 
for several years after age 65. 


The time pattern of benefit payments may be expected to differ for annuity and non- 
annuity benefits. Annuities generally provide level or indexed payments. About one-half 
of RPP members belong to plans in which retirement benefits are fully or partially 
indexed to increases in the CPI. Those in most other defined benefit RPPs have benefits 
that are subject to ad hoc inflation adjustments. Annuity payments typically cease with 
the death of the annuitant or a surviving spouse but may also include payments 

of a guaranteed amount after death when it occurs within a limited period after 

pension commencement. 


For withdrawals from RRSPs and RRIFs, the pattern of payments is likely to be less 
regular. RRIFs are subject to minimum withdrawal requirements and, where they include 
funds transferred from RPPs, withdrawal maximums as well. Within these constraints, 
withdrawals can vary from year to year at the annuitant’s discretion. Upon the death of 
the annuitant, the balance of funds must be withdrawn and included in the annuitant’ s 
income unless it is transferred to the RRIF or RRSP of a spouse, minor child or 
dependent infirm child. 
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Direct evidence on the time pattern of benefits is presented in Figure B.1. It compares the 
level of RPP/RRSP benefits in 1999 and 2000 for tax filers reporting such benefits in 
both years.” For each such filer, the ratio of benefits in 2000 to benefits in 1999 is 
calculated and the average of these ratios is shown, by age, in the figure. 


Figure B.1 
Average Ratio of Benefits, 
2000/1999, by Age of Recipient 


ratio 


Age in 2000 


On average, benefit levels tend to show large increases over the age range 65—70 and 
modest increases after that. The early increases, and the year-to-year jump at age 70 in 
particular, appear to result from additions to existing pension income coming from RRSP 
withdrawals and the required conversion of RRSPs to RRIFs. To provide a closer look at 
the time pattern of benefits, unaffected by RRSP-RRIF conversions, Table B.1 presents 
the size distribution of the average ratios, R, for the age group 72-80. 


While there is considerable dispersion of ratios, we see that 40% of pensioners had level 
benefits (R = 1 exactly) or benefits that increased by up to 2%. The CPI increase in 1999, 
which typically would be the basis for inflation adjustments in 2000, was 1.7%. A further 
12.5% had benefit increases between 2% and 5%, perhaps reflecting ad hoc adjustments 
of less than annual frequency. In view of this evidence, the projections assume that 
pension payments are indexed at a rate of CPI growth less 1%. For the reference scenario, 
with 2% inflation, this means an annual increase of 1%. 


* For pension income and other income components, the T1 file contains data on both the current and 
previous tax years. 
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Table B.1 
Distribution of Ratios (R) 
Pension Income 2000/Pension Income 1999 


Range of R Average R Frequency 
(%) 
eee) 0.460 6.3 
0.75—1.00 0.949 A das 
1.00 1.000 152 
EOE 107 1.012 2477 
O2- 1105 1.030 12.5 
LOd-1.25 ais 10.2 
Si.) 3.009 8.6 
Total 1.145 100.0 


Regarding the duration of benefits, we noted above that about 80% of RPP/RRSP 
benefits received by seniors are paid in the form of annuities. (Given the growing 
importance of RRSPs compared to RPPs, this percentage may be expected to decline over 
time.) Among those who recently reached retirement age (the 65-69 age group), single 
males received 11% of RPP/RRSP benefits, single females 17% and couples 72%. Thus, 
the dominant form of payout at the present time is a life annuity with a survivor benefit 
continuing after the death of the annuitant.’ 


However, since annuities are subject to varying sets of survival probabilities (male, 
female, joint and survivor) and since a significant and growing portion of registered plan 
assets are paid out as RRSP or RRIF withdrawals, it seems appropriate to model the 
payout of benefits more simply as a term-certain annuity. 


To choose the duration of a term-certain annuity, we looked for one that would embody 
a comparable degree of tax deferral, and TE cost, as the stream of expected payments 
under a representative life annuity with 1% indexing. By a representative annuity, we 
mean one for which the survival probabilities reflect an 11/17/72 mix of the survival 
probabilities for single males, single females and couples (given a pension with a 60% 
survivor benefit). 


* Federal and provincial pension benefits legislation generally requires that, except in the case of joint 


election by spouses, RPP members with spouses take their benefits in a form that includes a survivor 
benefit of 60% or more of the base pension. 


va 


To compare TE costs of different patterns of benefit payout, a convenient measure is: 


TE fraction=/ — PVr4 
PVnra 


where PV 7, is the present value of the stream of payments discounted at a pre-tax 

(1.e., tax-assisted) rate of return and PVyra is the present value of the same payments 
discounted at an after-tax (non-tax-assisted) rate of return. Example: consider the case 
of a single payment in 10 years and assume / = 5.57% and tax rate m = 0.25 (in all years) 
so that the after-tax rate of return, (l—m)i = 4.1775%. Then the TE fraction 

= 1 — (1.0557°'°/1.041775"'°) = 1 — (0.582/0.664) = 0.123. Table B.2 presents the 

TE fractions for several benefit payout forms. In each case the first payments begin at 
age 65. Except for the term-certain annuity cases, the payments are “expected” payments 
to age 110—4+.e, the potential payment at each age multiplied by the survival probability 
for that age. In the RRIF cases, there is an expected payment assuming survival to each 
age plus an expected final payment of the fund balance assuming death at that age. 


Table B.2 
TE Fractions for Different Benefit Payout Forms 


Fraction 
RRIF, minimum withdrawals be Ps 
23-year term-certain annuity, 1% indexing 0.129 
Life annuity, 1%indexing 0.128 
Life annuity, no indexing 0.121 
RRIF, withdrawal rates: 7.5% age 65-70, minimum after 0.118 
20-year term-certain annuity, 1% indexing 0.116 


This analysis suggests that the TE for a representative life annuity with 1% indexing is 
equal to that of a term-certain annuity of close to 23 years. 


To avoid overstating the tax expenditure and to allow for the presence of RRIFs with 
faster payout rates, though, we assume a 20-year term from age 65 to 84. 
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C. Projection With Modified Marginal Tax Rates 


Figure C.1 provides a projection for a modified form of the cash flow tax expenditure that 
is reported on an annual basis. The TE is modified by adjusting the marginal tax rates on 
RPP/RRSP benefits and investment income to take into account the effect of additional 
income on the Guaranteed Income Supplement (and Allowance) benefits of lower- 
income individuals age 60 or older. The MTRs for 2001 are increased from 17.6% to 
21.0% for benefits and 20.6% to 21.9% for investment income.’ 


These changes do not affect the flows into and out of RPPs and RRSPs but do affect the 
TE levels. By increasing the weight given to benefits in the TE formula, they reduce the 
TE level in all years and slightly increase its downward trend as the population ages Over 
the projection period. The TE in this projection declines from 1.16% of GDP in 2001 to 
0.91% in 2041. 


Figure C.1 
Projected Tax Expenditure 
Reference Scenario and MTRs With GIS 


per cent of GDP 


0.8 4 - — ae 


0.6 AL T | earns T T eS Te te er T —$$—<=} 


2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 


-—— Reference scenario = = MTRs with GIS 


* Based on TI data for 2000, about 22% of households headed by seniors receive both pension income and 
Guaranteed Income Supplement benefits. 
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ELIMINATION OF THE FEDERAL CAPITAL TAX: 


BUILDING ON THE CANADIAN TAX ADVANTAGE 
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1. INTRODUCTION 


Enhancing the well-being of Canadians through higher living standards and a better 
quality of life lies at the heart of the Government’s economic and social policies. 
Achieving high and sustainable living standards and a better quality of life requires that 
economic and social progress advance together. By undertaking the right investments and 
creating favourable conditions for growth, the Government can help provide the 
foundation for such progress. 


Beyond a stable fiscal and monetary climate, the key drivers of a stronger economy are 
those that allow Canada to improve its productivity performance. These include such 
factors as a tax system that encourages economic growth and job creation, and 
investments in new technologies and research. 


An efficient tax structure can enhance incentives to work, save and invest. It can also 
support entrepreneurship and the emergence and growth of small businesses. A 
competitive tax system is also critical in encouraging investment in Canada, leading to 
greater economic growth and job creation. 


In 2000 the Government set out a five-year $100-billion tax reduction plan that provided 
significant personal income tax reductions and strengthened the foundation for economic 
growth and job creation. The plan: 


= reduced personal income taxes by lowering tax rates, eliminating the deficit reduction 
surtax and restoring full indexation—by 2004—05 the plan will have reduced federal 
personal income taxes by 21% on average and by 27% for families with children: 


= reduced the capital gains inclusion rate from three-quarters to one-half and introduced 
the small business capital gains rollover—enhancing incentives for entrepreneurs and 
small businesses to invest; and 


= will have reduced the general corporate income tax rate from 28% in 2000 to 21% in 
2004—contributing to creating a Canadian tax advantage for investment. 


As a result, and taken together with cuts in provincial tax rates, in 2003 the average 
federal/provincial corporate tax rate (including capital taxes) is below the average 
USS. rate. 


The 2003 budget introduced measures to build on the Five-Year Tax Reduction Plan to 
further promote entrepreneurship and small business, and strengthen the Canadian 
advantage for investment. In particular, the 2003 budget announced the elimination of the 
federal capital tax over a period of five years. It also proposed to reduce the corporate tax 
rate of the resource sector to 21% over five years while improving the tax structure of this 
key sector. 


This paper focuses on the elimination of the federal capital tax and how it is contributing 
to strengthening the Canadian tax advantage. 
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2. BACKGROUND 


The 7-percentage-point reduction in the general federal corporate income tax rate 
(from 28% to 21%) announced in the 2000 budget was an important step to make 
Canada’s corporate tax system more competitive internationally and more consistent 
across industries. 


In 2000 Canada’s corporate tax rate (including federal and provincial capital taxes) was 
the highest of the Group of Seven (G-7) countries. While manufacturing (21%) and small 
business (12%) had competitive corporate income tax rates, the remaining sectors of the 
economy were facing a corporate income tax rate of 28%. A competitive tax system 1s 
critical in fostering a strong and productive economy by encouraging investment in 
Canada and in minimizing the incentive to shift income to other jurisdictions with lower 
corporate tax rates. 


Chart 1 
Corporate Tax Rates in G-7 Countries in 2000 and 2008 


per cent 
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Note: Corporate tax rates are average federal corporate income tax rates plus provincial/state corporate 
income tax rates and include the income tax rate equivalent of capital taxes. Rates effective by 2008, 
based on changes announced to June 2003. 


The elimination of the federal capital tax will strengthen the Canadian tax advantage. 
When the federal capital tax is eliminated in 2008, and taking into account announced 
changes to provincial tax rates, the average federal/provincial corporate tax rate in 
Canada, including the effect of capital taxes, will be more than 6 percentage points lower 
than in the U.S. 
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Chart 2 
Corporate Tax Rates in Canada and the U.S. 
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Note: Rates are based on changes announced to June 2003. Rates are average federal corporate income tax 
plus provincial/state corporate income tax rates and include the income tax rate equivalent of 
capital taxes. 


3. CAPITAL TAXES 


Federal Capital Taxes 


The federal capital tax was introduced in the 1989 budget, at a time when the federal 
government was struggling with budgetary deficits. It applies at a rate of 0.225% to all 
corporations, including financial institutions, on taxable capital employed in Canada 
exceeding $10 million. A corporation’s taxable capital is generally described as the total 
of its shareholders’ equity, surpluses and reserves, as well as loans and advances to the 
corporation, less certain types of investments in other corporations. A corporation’s 
federal income surtax (1.12% of taxable income) is deductible against the corporation’s 
capital tax liability. Surtax credits in excess of a corporation’s capital tax liability can be 
carried back to reduce the federal capital tax paid in the three previous years or carried 
forward to reduce capital tax liability in the following seven years. 


The revenue from the federal capital tax (after surtax offsets) was $1.3 billion in 2000, 
paid by approximately 18,500 corporations. Of that number, approximately two-thirds 
(about 12,000) had no taxable income (see Table 1). 


Table 1 
Tax Status of Corporations Subject to the Federal Capital Tax, 2000 


Number of Capital tax paid Average assets 
corporations ($ million) ($ million) 
No taxable income 11,998 (65%) 720 (54%) pms 
Taxable income 6,463 (35%) 625 (46%) 295 
Total 18,461 1,345 b/s 


Source: Department of Finance Canada. 
Budget 2003 announced the elimination of the federal capital tax, as follows: 


2 First, the capital threshold at which the tax applies will be raised from $10 million 
to $50 million effective 2004. As of 2004 medium-sized businesses under the 
$50-million threshold will no longer have to pay the tax. 


= Second, the rate of the tax will be reduced in stages over a period of five years so that 
by 2008, the tax will be completely eliminated. 


Table 2 
Federal Capital Tax Rate Reduction Schedule 


2003 2004 2005 2006 2007 2008 
Rate (%) 0225 0.200 OE75 0.125 0.0625 0 


The federal government also levies a capital tax on large financial institutions that applies 
to banks, trust companies, mortgage loan companies and life insurers. It is levied at a rate 
of 1% of taxable capital employed in Canada in excess of $200 million and 1.25% on 
taxable capital in excess of $300 million. The amount of income tax paid by the 
corporation is deductible against this tax. In general, financial institutions should have 
long-term income tax levels in excess of the capital tax on large financial institutions. 
This tax ensures that all large financial institutions pay a minimum amount of tax to the 
federal government each year. No changes are proposed to the special capital tax on large 
financial institutions. 


Provincial Capital Taxes 


Quebec was the first province to introduce a capital tax in 1947 and other provinces 
followed suit in later years. Ontario introduced a capital tax in 1957, British Columbia in 
1973, Manitoba in 1976 and Saskatchewan in 1980. Nova Scotia and New Brunswick 
introduced a general capital tax as part of the harmonized sales tax agreement in 1997. 
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Provincial capital taxes specific to financial institutions are more recent. N ewfoundland 
was the first province to introduce such a tax in 1982, Nova Scotia followed in 1986, 
New Brunswick in 1987, Prince Edward Island in 1988 and Alberta in 1990. 


Recently, several provinces have adopted measures to reduce the impact of capital taxes 
in Canada: 


| On April 1, 2001, Alberta eliminated its capital tax on financial institutions. 


= British Columbia reduced its capital tax on non-financial corporations by half 
effective September 1, 2001, and eliminated it entirely effective September |, 2002. 


= Ontario’s 2003 budget proposes to reduce capital tax rates by 10% on January 1, 
2004, with the intention of eliminating its capital tax by the time the federal 
government eliminates the federal capital tax. 


Currently nine provinces impose capital taxes on financial institutions, the exception 
being Alberta. Only six provinces impose capital taxes on general corporations: Nova 
Scotia, New Brunswick, Quebec, Ontario, Manitoba and Saskatchewan. These taxes are 
an important source of provincial government revenues. Provincial capital taxes are 
deductible from income for tax purposes both at the federal and provincial level. Unlike 
federal capital taxes, which can be reduced by the income or the income surtax paid, most 
provincial capital taxes have no offset mechanism. The Appendix provides more details 
on the structure of provincial capital taxes. 


Chart 3 
Provincial Capital Tax Revenues 
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Source: Statistics Canada, Public Institutions Division; 2008-2009 is a forecast from the Department of 
Finance Canada. 
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4. ECONOMIC IMPACTS OF ELIMINATING THE FEDERAL 
CAPITAL TAX 


Like taxes on business income, taxes on business capital reduce investment by raising the 
required rate of return on incremental investment. A firm will only undertake investments 
that are expected to generate at least enough income (net of wages and other direct 
production costs and capital depreciation) to pay for the financial cost of capital and 
taxes. Taxes on business therefore mean less investment because they raise the required 
rate of return on investment. Unlike income taxes, however, capital taxes must be paid 
even if the investment is not profitable, which makes them more damaging to investment. 
For example, capital taxes add to the losses incurred by businesses during economic 
downturns and reduce the cash flow of start-ups and expanding firms. In other words, 
because they are profit-insensitive, capital taxes increase the risk of investing to business 
more than income taxes, which share risks between the firm and the government. 


In order to quantify the economic impacts of removing the federal capital tax, simulations 
have been undertaken with a “general equilibrium” tax model developed by the 
Department of Finance Canada. This model embodies the essential features of the 
Canadian economy and tax system, along with standard economic principles-in 
particular, that taxes affect incentives to work, save and invest.’ The model is described 
as “general equilibrium” because it is assumed that capital and labour are fully employed 
at all times. As a result, general equilibrium models are used to assess how taxes (and 
economic policies in general) affect incentives to work, save and invest as well as to 
assess how efficiently, rather than how intensively, capital and labour are used. This is in 
contrast to macroeconomic forecasting models, which emphasize how government 
policies can help the economy return to or stay on a “full-employment” growth path. 


The economic impacts of eliminating the federal capital tax are summarized in Table 3. 
Also shown are the impacts of a corporate income tax rate reduction that involves the 
same revenue loss as eliminating the federal capital tax. The simulations incorporate 
measures that offset the revenue loss from the tax cut, eliminating any direct effect on 
the government budget balance. The simulations thus abstract from changes in the 
Government’s fiscal position such that the model captures the pure efficiency gain 

of the tax reductions.* Note, however, that the model cannot capture the risk-shifting 
aspect of the federal capital tax, so the benefits of eliminating the federal capital tax 
are understated. 


' A detailed description of the model is available. 


2 


These offsetting measures are included in the model by imposing “lump-sum” or per capita taxes that 
have no impact on the incentives to work, save or invest. The federal capital tax is of course being 
eliminated without any offsetting measures, so it will increase the level of demand in the economy. 
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Table 3 
Impact of Revenue-Neutral Tax Reductions! 
Welfare’ gain 


(in dollars) per 
dollar of lost 


government Consumer Capital 
' revenue ——s spending —_—Output stock 
Present value % change in steady state level 
Elimination of the federal capital tax” 0.9 0.4 0.6 ih | 
A revenue-equivalent reduction in 0.4 0.2 0.3 0.5 


the corporate statutory rate* 


' The revenue loss is recovered through lump-sum (non- -distorting taxes.) 

* Includes the value of leisure as well as consumer spending. 

* Excludes impacts from profit insensitivity of the Federal capital tax. 

* Excludes impacts arising from changed incentives to shift income out of Canada. 


The model indicates that the elimination of the federal capital tax will provide a 
significant boost to investment, which, in the long run, will raise the capital stock just 
over 1%. This is accompanied by a permanent increase in real output and consumer 
spending of about one-half of 1%. These benefits are easier to understand when 
expressed per dollar of tax revenue foregone. The first column of Table 3 shows that the 
present value of the welfare gain, which is defined as the sum of consumer spending and 
an imputed value of leisure, equals 90 cents for every dollar of revenue lost by 
eliminating the federal capital tax. As noted above, this is a pure efficiency gain since, for 
purposes of the simulation, the revenue lost by eliminating the federal capital tax is 
assumed to be recovered by raising other taxes that do not affect economic efficiency. 


The economic benefits of eliminating the federal capital tax are roughly twice as large 

as the benefits from a revenue-equivalent reduction in statutory rates, even without 
considering the profit insensitivity aspect of capital taxes. A key source of the 
discrepancy is the interaction of tax rate reductions with capital cost allowances (CCAs) 
and adjustment costs. When CCA exceeds economic depreciation, as it does on average 
in Canada, firms receive a tax benefit on new investment that is valued at the corporate 
tax rate. Reducing the statutory rate therefore lowers the value of this CCA tax benefit. 
Since there is no interaction between CCA and capital taxes, eliminating the federal 
capital tax has a larger impact on the effective tax rate on new investment than a revenue- 
equivalent reduction in the income tax rate. 


This effect is reinforced when the adjustments that firms must go through when they 
make new investments are taken into consideration. Adjustment costs, modelled in the 
form of temporarily lower production as firms invest, reduce taxable income, and an 
income tax rate reduction increases the after-tax cost of this “expense.” This also lowers 
the benefit of the income tax rate cut for new investment. There is no parallel effect with 
capital taxes. 
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While the simulation results show that statutory rate reductions are less potent than cuts 
in capital taxes, the benefits of lowering statutory rates are sensitive to the starting point. 
In 2000 Canada’s combined federal/provincial statutory rate was the highest in the G-7, 
giving multinational enterprises (MNEs) operating in Canada an incentive to shift taxable 
income to other jurisdictions. The rate reductions announced in Budget 2000, along with 
cuts at the provincial level, will make Canada a low-tax jurisdiction in the G-7. As a 
result, the income tax cuts initiated in 2000 will deliver two benefits: improved economic 
performance and potential additional revenue as Canadian-based MNEs have less of an 
incentive to shift taxable income out of Canada. In contrast, the hypothetical reduction 
considered in this analysis implicitly’ takes projected levels in 2005 as the starting point 
and assumes that the rate reduction has no impact on tax planning by MNEs. 


> The model used in this analysis does not capture tax base shifting by MNEs. 
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PREFACE 


Since 2000 the tax expenditure report has been separated into two documents. 

This document, Tax Expenditures and Evaluations, is published on an annual basis. 

It provides estimates and projections for broadly defined tax expenditures as well as 
evaluations and descriptive papers addressing specific tax measures. Two presentational 
changes have been made this year. First, the estimates and projections are now grouped 
by functional category (e.g. small business) for business income tax and goods and 
services tax measures, as they have been for personal income tax measures. Second, 
subheadings have been added to the “Memorandum Items” section of the tables to 
identify various categories of measures that are part of the benchmark tax system 

(e.g. recognition of expenses incurred to earn income). 


This year’s edition of Tax Expenditures and Evaluations includes two studies. The first 
presents the results of an evaluation of the disability tax credit, which was undertaken 
further to the Government’s response to the Seventh Report of the Standing Committee 
on Human Resources Development and the Status of Persons with Disabilities. The 
second study examines the long-run economic costs imposed by the principal taxes in 
Canada using a model of the Canadian economy developed at the Department of Finance. 


The companion document, Tax Expenditures: Notes to the Estimates/Projections, is being 
published again this year. It is a reference document for readers who want information on 
the objectives of individual tax expenditures and who wish to know more about how the 
estimates and projections are calculated. 
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PART 1 
TAX EXPENDITURES: 
ESTIMATES AND PROJECTIONS 
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INTRODUCTION 


The principal function of the tax system is to raise the revenues necessary to fund 
government expenditures. How much revenue is raised is determined by tax bases and tax 
rates. It is also a function of a range of measures—special tax rates, exemptions, 
deductions, rebates, deferrals and credits—that affect the level and distribution of tax. 
These measures are sometimes called “tax expenditures” because they have an impact on 
government revenue (i.e. they have a cost) and they reflect policy choices of the 
Government. 


In order to define tax expenditures, it is necessary to establish a “benchmark” tax 
structure that applies the relevant tax rates to a broadly defined tax base—e. g. personal 
income, business income or consumption. Tax expenditures are then defined as 
deviations from this benchmark. Reasonable differences of opinion exist about what 
should be considered a normal part of the tax system and hence about what should be 
considered a tax expenditure. For example, a deduction for expenses incurred in earning 
income is generally considered as part of the benchmark and thus not as a tax 
expenditure. But in some cases the deduction may confer some personal benefit, 
making its classification ambiguous. 


This report takes a broad approach and includes estimates and projections of the revenue 
loss associated with all but the most fundamental structural elements of the tax system, 
such as the progressive personal income tax rate structure. This includes not only 
measures that may reasonably be regarded as tax expenditures but also other measures 
that may be considered part of the benchmark tax system. The latter are listed separately 
under “Memorandum Items.” For instance, the dividend tax credit is listed under this 
heading because its purpose is to reduce or eliminate the double taxation of income 
earned by corporations and distributed to individuals through dividends. Also included 
under this heading are measures for which there may be some debate over whether they 
should be considered tax expenditures or where data limitations do not permit a 
separation of the tax expenditure and benchmark components of the measure. This 
approach provides information on a full range of measures. 


Caveats 


Care must be taken in interpreting the estimates and projections of tax expenditures 
in the tables for the following reasons. 


10 


The estimates and projections are intended to indicate the potential revenue gain that 
would be realized by removing individual tax measures. They are developed 
assuming that the underlying tax base would not be affected by removal of the 
measure. However, this is an assumption that is unlikely to be true in practice as the 
behaviour of economic agents, overall economic activity and other government 
policies could change along with the specific tax provision. 


The cost of each tax measure is determined separately, assuming that all other tax 
provisions remain unchanged. Many of the tax expenditures do, however, interact 
with each other such that the impact of several tax provisions at once cannot generally 
be calculated by adding up the estimates and projections for each provision. 


The federal and provincial income tax systems interact with each other to various 
degrees. As a result, changes to tax expenditures in the federal system may have 
consequences for provincial tax revenues. In this publication, however, any such 
provincial effects are not taken into account—that is, the tax expenditure estimates 
and projections address strictly the federal tax system and federal tax revenue. 


In the case of the harmonized sales tax in effect in Nova Scotia, New Brunswick, 
and Newfoundland and Labrador, only the federal cost of the tax expenditures 
is reported. 


The tax expenditure estimates and projections presented in this document are 
developed using the latest available taxation data. Revisions to the underlying data as 
well as improvements to the methodology can result in substantial changes to the 
value of a given tax expenditure in successive publications. In addition, estimates and 
projections for some tax measures, such as the half inclusion rate on capital gains, are 
particularly sensitive to economic parameters and hence may also differ significantly 
from one publication to the next. 


WHAT’S NEW IN THE 2004 REPORT 


A number of new tax measures have been introduced since last year’s report and others 
have been modified. These are described below. 


Personal Income Tax 
Disability Supports Deduction 


= Budget 2004 proposed to replace the attendant care deduction with a broader 
disability supports deduction, effective for the 2004 and subsequent taxation years. 
The deduction will recognize, in addition to attendant care, other disability supports 
expenses incurred for education or employment purposes (such as tutoring for 
persons with learning disabilities), unless they have been reimbursed by a non-taxable 
payment (e.g. insurance payment). Individuals will not have to be eligible for the 
disability tax credit in order to claim the deduction. The deduction will generally be 
limited to the lesser of the amounts paid for eligible expenses and the taxpayer’s 
earned income, which includes wages, self-employment income and scholarships. 
Students may be able to deduct a higher amount. 


Mineral Exploration Tax Credit 


= In October 2000 the Government introduced a temporary tax credit for mineral 
exploration to moderate the impact of the global downturn in exploration activity. 
The credit provides individuals with an additional tax incentive related to the 
purchase of certain flow-through share investments. The credit is equal to 15 per cent 
of specified grass roots mineral exploration expenses incurred in Canada by a 
corporation and renounced to an individual under a flow-through share agreement. 


The 2003 budget announced an extension to the scheduled expiry date of the credit by 
one year to December 31, 2004. It also removed a restriction that had made the flow- 
through share look-back rule unavailable for the final year of the credit. As a result 
of the 2003 budget measure, funds raised from an individual under a flow-through 
share agreement in 2004 can be expended by a corporation up to the end of 2005 and 
be eligible for the credit as a deemed expense of the individual in 2004. 


Although market conditions for mineral exploration have improved since the credit 
was introduced, Budget 2004 proposed to establish in legislation an expiry date for 
the credit of December 31, 2005, in order to provide companies with ample time to 
plan their transition from the credit. Under the look-back rule, this will allow eligible 
expenses to be incurred up until the end of 2006. 


Medical Expense Tax Credit 


Budget 2004 proposed changes to the medical expense tax credit to allow caregivers 
to claim more of the medical and disability-related expenses that they incur on behalf 
of dependent relatives. 


- Specifically, medical expense claims made on behalf of minor children will be 
pooled with the medical expenses of the taxpayer and his or her spouse or 
common-law partner, subject to the taxpayer’s minimum expense threshold (for 
2004, the lesser of 3 per cent of the taxpayer’s net income and $1,813), without 
regard to the income of the minor child. 


— For medical expenses paid on behalf of other dependent relatives 
(e.g. grandparent, niece, nephew, etc.), taxpayers will be able to claim qualifying 
medical expenses paid on behalf of such a dependant that exceed the lesser of 
3 per cent of the dependant’s net income and $1,813 (that is, the threshold for the 
medical expense tax credit that would apply if the dependant claimed the 
expenses). The maximum eligible amount that can be claimed on behalf of 
dependent relatives other than minor children will be $5,000. 


Tax Relief for Canadian Forces Personnel and Police 


The 2004 budget introduced tax relief for Canadian Forces personnel and police 
deployed to dangerous international operational missions. Eligible individuals will be 
entitled to deduct from their taxable income the amount of their related employment 
earnings from these missions to the extent that those earnings have been included in 
computing income, up to the maximum rate of pay earned by a non-commissioned 
member of the Canadian Forces (currently $6,089 per month). This measure applies 
to the 2004 and subsequent tax years. 


Canada Learning Bond/Enhanced Canada Education Savings Grant 
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To provide greater support for low-income Canadians to help offset the costs of post- 
secondary education, Budget 2004 proposed two measures to assist low- and middle- 
income families to save towards their children’s future post-secondary education. 


- Budget 2004 introduced the Canada Learning Bond (CLB) program, designed 
to kick-start education savings for children in low-income families. The CLB 
will provide up to $2,000 of education savings in a registered education savings 
plan (RESP) by age 16 for children in families entitled to the National Child 
Benefit supplement. 


— The budget also proposed enhancements to the Canada Education Savings Grant 
(CESG) program to strengthen assistance for low- and middle-income families 
that wish to save for their children’s post-secondary education using an RESP. 


While the CLB and CESG do not directly represent a tax expenditure, they increase 
the cost of the tax expenditure associated with RESPs to the extent that they 
encourage their increased use. 


Business Income Tax 
Accelerating the Increase in the Small Business Limit 


= The 2003 budget provided that the amount of active business income eligible for the 
small business deduction would increase from $200,000 in 2002 to $225,000 for 
2003, $250,000 for 2004, $275,000 for 2005 and $300,000 after 2005. The 2004 
budget proposed to accelerate the implementation of the measure by increasing the 
eligible amount to $300,000 for 2005 and subsequent years. 


Goods and Services Tax 
Increased GST Rebate for Municipalities 


= As announced in the February 2, 2004, Speech from the Throne, the rebate in respect 
of the goods and services tax and the federal portion of the harmonized sales tax for 
municipalities was increased to 100 per cent from 57.14 per cent. This measure has 
been legislated and is effective February 1, 2004. 


THE TAX EXPENDITURES 


Tables 1 to 3 provide tax expenditure values for personal income tax, corporate income 
tax and the goods and services tax (GST) for the years 1999 to 2006. 


Estimates and projections are developed using the methodology set out in Chapter 1 of 
Tax Expenditures: Notes to the Estimates/Projections.' The economic variables used to 
develop the estimates and projections are based on the private sector average forecast 
presented in the March 2004 budget. 


The tax expenditures are grouped according to functional categories. This grouping is 
provided solely for presentational purposes and is not intended to reflect underlying 
policy considerations. 


All estimates and projections are reported in millions of dollars. The letter “S” indicates 
that the cost is less than $2.5 million, “‘n.a.” signifies that data is not available to support 
a meaningful estimate/projection, and a dash means that the tax expenditure is not in 
effect. The inclusion in the report of items for which estimates and projections are not 
available is warranted given that the report is designed to provide information on 
measures included in the tax system even if it is not always possible to provide their 
revenue impacts. Work is continuing to obtain quantitative estimates and projections 
where possible. 


' Available on the Department of Finance Web site at www. fin.gc.ca. 
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1. INTRODUCTION AND SUMMARY 


The Government of Canada is committed to supporting full participation for persons with 
disabilities in Canadian society. As part of this commitment, the Government provides 
substantial direct assistance to persons with disabilities. Examples of this assistance 
include the Child Disability Benefit (a supplement to the Canada Child Tax Benefit), 
Canada Study Grants for students with disabilities to help with the costs of post- 
secondary education, funding for the Labour Market Agreements for Persons with 
Disabilities with the provinces and territories, Canada Pension Plan disability benefits, 
and disability pensions for veterans. 


Another important aspect of the Government of Canada’s commitment to persons with 
disabilities is ensuring that Canadians with disabilities are treated fairly by the tax 
system. Persons with disabilities and their supporting families may incur extra 
non-discretionary expenses related to their condition that reduce their ability to pay tax. 
Without recognition of these additional expenses, they would face the same tax bill as 
persons with identical income who do not have these costs. Tax fairness is therefore 
improved when the extra costs of disability are recognized in the tax system. Currently 
these expenses are recognized by three types of tax measures. 


= Tax credits for specific expenses related to disability: the medical expense tax credit 
and the recently proposed disability supports deduction. 


= The disability tax credit (DTC), which provides relief for extra everyday expenses 
incurred by persons with disabilities. 


= Tax credits providing relief for individuals caring for family members with 
disabilities: the caregiver credit, the infirm dependant credit and the eligible 
dependant credit. 


In the Government’s response to the Seventh Report of the Standing Committee on 
Human Resources Development and the Status of Persons with Disabilities, it was agreed 
that an evaluation of the DTC would be conducted by the Department of Finance. This 
evaluation assesses whether the DTC is achieving its policy intent of contributing to tax 
fairness for persons with disabilities. 


The evaluation shows that: 


=» The DTC improves tax fairness for over 400,000 Canadians with severe and 
prolonged disabilities, as well as their supporting families. While there are other tax 
measures that help persons with disabilities, only the DTC recognizes the extra 
spending on everyday items that reduce the ability to pay tax. 


=» An aggregate comparison suggests that the DTC is reaching its target population— 
Canadians with severe and prolonged disabilities. Estimates of the DTC recipient 
population based on Statistics Canada survey data are in the same range as the actual 
number of DTC recipients. It is not possible with available data, however, to 
determine whether a given individual reporting a severe and prolonged disability 
receives the DTC. 
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= Better information will be required to assess whether the DTC dollar amount is set at 
the right level. Steps are being taken to try to develop better data on the extra 
spending on everyday items incurred by persons with disabilities. 


The evaluation is organized as follows: 


= Section 2 provides background information on the DTC and key disability-related tax 
measures. 


= Section 3 discusses the importance of tax fairness for persons with disabilities and 
considers the DTC’s policy role in this context. 


= Section 4 uses survey data on activity limitations to assess whether the DTC is 
reaching its intended recipients. 


= Section 5 discusses the issues associated with determining if the DTC amount is set at 
the right level. 


= Section 6 presents the conclusions of the evaluation. 


= Anannex provides further detail on tax measures that benefit persons with 
disabilities. 


2. DESCRIPTION OF THE DTC AND OTHER TAX MEASURES 
THAT BENEFIT PERSONS WITH DISABILITIES 


This section describes the main federal tax measures that promote tax fairness for persons 
with disabilities and their supporting families (i.e. measures that recognize that 
individuals with disabilities and their families incur extra costs that reduce their ability to 
pay tax). It first provides background information on the DTC, and then describes other 
tax measures recognizing disability-related expenses and tax credits for individuals caring 
for family members with disabilities.’ 


The Disability Tax Credit 


The DTC is a non-refundable credit implemented to recognize that individuals with 
severe and prolonged impairments incur additional expenses related to their disability 
that reduce their ability to pay income tax. 


Origins. The Canadian tax system has a long history of recognizing the additional 
expenses of disability. In 1944 a deduction was introduced for blind persons in 
recognition of their additional expenses. A few years later this deduction was extended to 
individuals confined to a bed or who use a wheelchair. In the mid-1980s the definition of 
eligibility for the disability deduction was extended to include individuals with a severe 
and prolonged mental or physical disability that markedly restricts a basic activity of 
daily living. The deduction was converted into a credit in 1988. 


In addition, some tax measures include special provisions for persons with disabilities. These measures 
are described in the Annex. 
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Eligibility. The DTC provides tax relief to individuals who, due to the effects of a severe 
and prolonged mental or physical impairment, are markedly restricted in their ability to 
perform a basic activity of daily living as certified by a qualified medical practitioner, or 
would be markedly restricted were it not for extensive therapy to sustain a vital function. 
Individuals are markedly restricted if, even with therapy or the use of appropriate devices 
and medication, they are blind or unable to perform a basic activity of daily living, or if 
they require an inordinate amount of time to perform the activity, all or substantially all 
of the time. The basic activities of daily living are: walking; feeding or dressing oneself; 
perceiving, thinking and remembering; speaking; hearing; and eliminating bodily waste. 


In addition, since the 2000 tax year, an individual who receives therapy essential to 
sustain a vital function (e.g. dialysis treatment) may be eligible to claim the DTC.” 


Eligibility is determined by an assessment conducted by a medical professional. While 
medical doctors can certify all types of impairments, other professionals are limited to 
certifying impairments in their respective fields, as summarized in the following table. 


Table 1 

Professional Certification of DTC Eligibilit 

Medical professional Type of impairment 
Medical doctors All impairments 

Optometrists Vision 

Audiologists Hearing 

Occupational therapists Walking, feeding, dressing 
Psychologists Perceiving, thinking and remembering 


Speech-language pathologists Speaking 


Parameters. In 2004 the DTC dollar amount is $6,486. This represents a benchmark 
amount of extra everyday costs incurred by DTC-eligible individuals. No receipts are 
required to claim the credit—that is, all eligible persons may claim the full amount. The 
credit amount is multiplied by the lowest marginal tax rate (currently 16 per cent), and 
the person’s federal tax liability is reduced by this amount (currently $1,038). The credit 
amount is fully indexed to inflation. 


Families with children under 18 who are eligible for the DTC are also eligible for a 
supplement in the amount of $3,784 which, at a credit rate of 16 per cent, translates into 
an additional reduction in federal taxes of up to $605. The supplement is reduced if child 
care deductions for this child exceed $2,216 in 2004. 


> The life-sustaining therapy must be administered at least three times each week for a total duration 
averaging not less than 14 hours a week, and it cannot reasonably be expected to be of significant benefit 
to persons who are not so impaired. 


43 


ER ED A PATE EIT a TEE 


Since the DTC is non-refundable—it can be used to reduce taxes to zero, but it does not 
trigger a payment from the Government when the amount of the credit exceeds tax 
otherwise payable—it may be the case that an individual with a severe and prolonged 
disability does not have enough taxable income to make use of any or all of the DTC. In 
other words, their federal tax liability may be less than $1,038 in 2004, even before the 
DTC is applied. If someone cannot use all of the DTC himself or herself, the unused 
portion can be claimed by a family member—either a spouse or another supporting 
relative. The list of family members eligible to receive a transfer of the DTC has been 
expanded in recent years, most recently in 2000. 


Number of DTC Claims. Most DTC-eligible individuals, even if they do not have enough 
taxable income to make any use of the credit, can be identified in tax data because they 
still claim the credit on their own tax return. Some, however, transfer the credit to a 
supporting relative but do not file their own tax return, and this requires some adjustment 
to the tax data. 


In 2001, the most recent year for which tax return data are available, approximately 
344,000 individuals claimed the DTC for themselves. It is possible to use data on the 
DTC supplement for children to determine that claims were made for 37,000 children 
with severe and prolonged disabilities. In addition, it is estimated that 20,000 DTC 
transfers were claimed on behalf of eligible adults who did not file their own tax return.” 
In total, DTC claims were made by, or on behalf of, approximately 400,000 individuals 
with severe and prolonged impairments in 2001. 


Age. It is widely known that disability rates increase with age. The 2001 Participation and 
Activity Limitation Survey indicated that seniors have the highest rate of disability in 
Canada (41 per cent).° It is not surprising, then, that most DTC-eligible individuals are 
senior citizens. As Table 2 shows, of those DTC-eligible adults who claimed the DTC on 
their own tax return in 2001, 60 per cent were 65 or older and 40 per cent were 75 or 
older. By way of comparison, less than 20 per cent of all tax filers in 2001 were 65 

or older. 


> A DTC transfer can be claimed on behalf of someone’s (or their spouse’s or common-law partner’s) 
parent, grandparent, child, grandchild, brother, sister, aunt, uncle, niece or nephew. Brothers, sisters, 
aunts, uncles, nieces and nephews were added to this list by the 2000 changes. 

Since tax return data include detailed information on spouses, it can be shown that in the case of 

16 per cent of DTC spousal transfers, or approximately 11,800 claims, the DTC-eligible spouse did not 
claim the credit himself or herself. If this same 16 per cent ratio were applied to DTC transfers from 
other adult relatives, there would have been an additional 8,400 transfers with no corresponding self 
claims, for a total of 20,200. 


Human Resources Development Canada, Disability in Canada: A 2001 Profile, p. 8. 
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Table 2 
DTC Self Claims by Age, 2001 


Number of DTC % of DTC % of all 

Age of tax filer self claims self claims tax filers 
mee 4,900 ES) 13.6 
25-34 12,800 ow 16.8 
35-44 24,500 Ia DIS 
45-54 39,200 11.4 18.6 
55-64 54,900 16.0 |2°4 
65-74 70,400 ZU 9.3 
75-84 86,500 pi 5.8 
85 + 50,600 14.7 Jia) 
Total 343,800 100.0 100.0 


Note: Numbers rounded to nearest hundred. Percentages may not add to 100% due to rounding. 


Income. Individuals who claimed the DTC for themselves in 2001 had below average 
incomes (Table 3).° There is, however, a substantial difference by age: while the average 
income of younger self claimants was well below the income of other persons under 65, 
the incomes of older self claimants in 2001 were not substantially different than the 
incomes of other seniors. The data suggest that most seniors with a disability developed it 
relatively late in life. Consequently, they would have approximately the same work 
history and income as the total population over 65. In contrast, DTC-eligible individuals 
under 65 have a lower rate of labour force participation and hence lower incomes, on 
average, relative to other individuals in the same age group. 


Table 3 
Average Total Income by DTC Status and Age, 2001 
Average total income Average total income 
Age for DTC self claimants for others 
All ages $24,612 $31,862 
Under 65 $20,881 $32,719 
65 and older $27,062 eel 


Table 3 also shows that DTC self claimants 65 and older have substantially higher 
incomes than younger persons with disabilities. The biggest difference by age occurs for 
individuals with less than $10,000 in income: almost one-third of individuals under 65 
making a DTC self claim were in this income category, compared to less than 10 per cent 
for individuals 65 and over (Table 4). This difference at low income levels likely reflects 
the availability of Guaranteed Income Supplement payments to persons 65 and over. 


The measure of income used in this analysis is personal income, and does not take account of the 
financial support that DTC-eligible individuals may receive from family members. In addition, this 
measure excludes various forms of non-taxable income that are not reported on income tax returns, such 
as disability insurance benefits. 
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The lower share of seniors having incomes less than $10,000 translates as well into a 
higher share at all income levels above $10,000, with particularly large differences for 
incomes up to $30,000. 


Table 4 
DTC Self Claims by Age and Income, 2001 

Under 65 65 and older Overall 
Total income Number % of <65 Number %of 5+ Number % of overall 
< $10,000 43,800 32.2 15,500 7.4 59,300 173 
$10,000 - $20,000 44,600 32.7 91,400 44.0 135,900 39.5 
$20,000 - $30,000 20,000 14.7 48,900 23.5 68,900 20.0 
$30,000 - $40,000 VRTO0- et 23,200" “112 34,300 10.0 
$40,000 - $80,000 14,600 10.7 25.300 Tee 38,000 11.0 
$80,000 + 2 ADO Aah e200 mies 7,300 2A 
Total 136,300 100.0 207,500 100.0 343,800 100.0 


Note: Numbers rounded to nearest hundred. Percentages may not add to 100% due to rounding. 


Tax Relief. In 2001 the DTC provided a reduction in federal taxes of $330 million to 
Canadians with severe disabilities and their families, up substantially from $275 million 
in tax relief in 2000. The significant enrichment of the credit amount, from $4,293 in 
2000 to $6,000 in 2001, was primarily responsible for this increase. This estimate of tax 
relief does not include the additional tax relief provided through provincial disability tax 
credits, which is typically half of the federal amount. 


Other Tax Measures That Benefit Persons With Disabilities 


Medical Expense Tax Credit 


The medical expense tax credit (METC) is a non-refundable credit that recognizes the 
effect of above-average medical expenses on an individual’s ability to pay income tax. 
The list of eligible METC expenses is quite broad and is regularly reviewed and 
expanded in light of new technologies and developments. The METC provides a 
substantial and rapidly growing amount of tax relief to Canadians. In 2001 the total 
reduction in federal taxes provided by the METC was $570 million. 


Although the METC is a measure of general application for all taxpayers, it plays an 
important role in recognizing out-of-pocket disability expenses. In 2001 the average 
METC claim for a family making a DTC claim was $1,123, almost five times higher than 
the average METC claim of $248 for families with no DTC claim (Table 5). Further, 
families with a DTC claim were more than twice as likely to make an METC claim than 
families with no DTC claim. 


46 


Table 5 


METC Claims by DTC Status and Age, 2001 


Overall < 65 657 
ibAKS No DTC DTC No DTC DTC No DTC 
Average METC claim $1,123 $248 $682 $146 $1,568 $768 
% with METC claim 33.0% 13.7% 28.0% 11.1% 38.1% 21.3% 
—_———— NI 


The high average METC claim for families with a DTC claim reflects, in large measure, 
the inclusion of disability-related items in the list of expenses eligible for the METC.’ 
Examples of such items include attendant care,* fees paid to a group home, tutoring and 
talking textbooks, communications devices and services, renovations to make a home 
more accessible, expenses paid to move to a more accessible home, vehicle modifications 
and guide dogs. More details on the METC and how it has been expanded in recent years 
to include more items purchased by persons with disabilities are provided in the Annex. 


Disability Supports Deduction 


The 2004 budget proposed the introduction of a deduction for disability supports for 
employment and education. The effect of this deduction will be to ensure that no income 
tax will be payable on income (including government assistance) used to pay for these 
expenses. Eligible expenses for this new deduction will include, for example, note-taking 
and tutoring services, sign language interpretation fees, and attendant care purchased for 
purposes of employment or education. While expenses eligible for the disability supports 
deductions are generally also eligible for the METC, the expenses can only be claimed 
under one of the two measures. 


Tax Credits for Caregivers 


Individuals caring for an adult family member with a disability, other than their spouse, 
may be able to claim a non-refundable tax credit in recognition of the additional expenses 
they incur.” There are three tax credits associated with caregiving: the caregiver credit, 
the infirm dependant credit and the eligible dependant credit. Generally, to be able to 
claim one of these three credits, the adult family member for whom someone is caring 
has to be “infirm” (except in the case of the caregiver credit, where a dependent parent or 
grandparent age 65 or more does not have to be infirm). In addition, the dependant’s 


These expenses can only be claimed if someone is eligible for the DTC. 

An individual with a severe and prolonged disability who claims the DTC can claim up to $10,000 in 
nursing home or attendant care expenses (up to $20,000 in the year of death). If this person’s expenses 
for attendant care are higher than $10,000, he or she also has the option to include all of these expenses 
in the METC claim, but then the DTC cannot be claimed. 

The additional expenses associated with caring for a child under 18 with a disability are essentially 
recognized by the DTC supplement for children. There are also special child care deduction provisions 
for children with disabilities; these provisions are described in the Annex. 
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income must not exceed certain levels. While there is no specific definition of infirmity 
in tax legislation, a broader definition is implied than the severe and prolonged 
impairments that serve as the basis of DTC eligibility.’ 


The three credits operate side-by-side as follows: 


a Ifthe infirm dependant does not live in the caregiver’s home, the infirm dependant 
credit is the only credit available. 


= Ifthe infirm dependant lives in the caregiver’s home and the caregiver has a spouse 
or common-law partner that they live with or support, the only option is the caregiver 
credit. 


= Ifthe caregiver and infirm dependant live in the same home and the caregiver does 
not have a spouse or common-law partner that they live with or support, the caregiver 
may be able to claim the eligible dependant credit instead of the caregiver credit. 
While the eligible dependant credit potentially offers a higher amount of tax relief 
than the caregiver credit, it cannot be claimed for as many types of relatives. Further, 
the eligible dependant credit is subject to phase-out provisions that make it no more 
generous than the caregiver credit beyond a certain income range. 


In addition, a DTC-eligible dependant may choose to transfer any unused portion of their 
DTC to the caregiver. Finally, as proposed in the 2004 budget, a taxpayer can claim 
medical expenses paid on behalf of a dependent relative that are in excess of the 
relative’s net income threshold, subject to a maximum claim of $5,000. 


3. THE DTC’S POLICY ROLE 


An important part of this evaluation is assessing how the DTC contributes to tax fairness 
by recognizing the impact of additional disability-related costs on the ability to pay tax. 


There are two notions of equity that are important in the tax system: vertical equity and 
horizontal equity. Vertical equity means that individuals who are better off should pay 
more in taxes. Horizontal equity means that two individuals in similar circumstances 
should pay similar amounts of tax. The concept of horizontal equity provides the 
rationale for the DTC. Because of their condition, persons with disabilities incur 
additional expenses that do not contribute to consumption enjoyment and that effectively 
reduce their disposable income. Without special recognition, however, their tax bill 
would be the same as a person with identical income who did not face these additional 
costs. By allowing an income tax credit for additional expenses that do not contribute to 
consumption enjoyment, the DTC establishes greater horizontal equity between people 
with and without disabilities. 


'° Income tax interpretation bulletin IT-513R, published by the Canada Revenue Agency, notes that there 
is no specific definition for the term “mental or physical infirmity,” and therefore the term “takes its 
ordinary meaning.” This interpretation bulletin also notes that a temporary illness is not classified as 
an infirmity. 
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Disability gives rise to different types of additional expenses. Some of the extra costs of 
disability are for items, such as wheelchairs and full-time attendant care, that are only 
needed by persons with disabilities. All of the money spent on these items can be 
considered extra costs of disability. These expenses are relatively easy to document and 
are generally recognized by the tax system, notably under the METC. 


Other aspects of the extra costs of disability, however, are of a different nature. 
Individuals with disabilities also spend higher than average amounts on everyday goods 
and services, such as utilities, housing, clothing, household goods and transportation. 
For example, someone with a disability may spend more on utilities because they have 
medical devices that require electricity, or because reduced mobility makes them more 
sensitive to temperature and leads to higher heating bills. 


These additional costs generally represent out-of-pocket expenses for persons with 
disabilities but are not recognized by the METC. This is because, in general, there is no 
way for someone with a disability to quantify all of these incremental costs and include 
the total on their METC claim. To improve fairness, therefore, the tax system needs a 
measure that provides general recognition for the extra expenses of everyday living 
incurred by Canadians with severe and prolonged disabilities. This is the DTC’s 

policy role. 


Canada is not alone in trying to ensure that the tax system treats persons with disabilities 
fairly. Some countries, including the United States, Australia and France, also offer tax 
measures that recognize the negative impact of additional disability expenses on the 
ability to pay tax. Other countries, such as the United Kingdom, offer no general tax 
measure for persons with disabilities. In the United Kingdom, however, persons with 
disabilities may receive some help with their extra costs through a direct non-taxable 
benefit, so there is less of a need for a tax credit that serves this purpose. 


4. IS THE DTC REACHING ITS TARGET POPULATION? 


Assessing whether the DTC is reaching its target population is an important part of an 
evaluation of its effectiveness. It is possible to generate estimates of the DTC-eligible 
population using Statistics Canada surveys that ask Canadians about their activity 
limitations. These surveys include data on income, which can be used to determine how 
many of these eligible individuals, together with their supporting families, can make use 
of the credit. These estimates of the potential DTC recipient population can then be 
compared with the number of DTC recipients indicated by tax return data. It is not 
possible, however, to determine on an individual level whether a given person with a 
DTC-eligible activity limitation also reports receiving the DTC, and vice versa. The best 
that can be done is to compare survey estimates of the DTC-eligible population with the 
actual number of DTC claims at an aggregate level. 
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Estimating the DTC-Eligible Population 


The first step is to produce an independent estimate of how many Canadians, regardless 
of their income, have severe and prolonged activity limitations that make them eligible 
for the DTC.!' Statistics Canada has a number of surveys that ask individuals about 
different types of activity limitations. The first survey used in this analysis, the 

2001 Participation and Activity Limitation Survey (PALS), is a survey of Canadians 
with disabilities. 


All of the DTC-eligible population cannot, however, be captured using only PALS since 
that survey interviews only Canadians with disabilities living in private households. 
Some individuals with severe and prolonged disabilities live in nursing homes, group 
homes for persons with disabilities and other types of health institutions. If these 
individuals are excluded from the estimates, the size of the DTC-eligible population will 
be underestimated, and probably by a significant amount. As it turns out, Statistics 
Canada has another survey, the 1996-1997 National Population Health Survey (NPHS), 
which asks individuals living in health institutions about different types of activity 
limitations.'? Since these two surveys cover mutually exclusive subpopulations and they 
both ask questions about activity limitations, they can be combined to produce an overall 
estimate for the DTC-eligible population." 


The match between the survey questions and the DTC eligibility criteria is imperfect. 
For a given activity limitation, the choice is often between one set of survey responses 
that may fail to capture everyone eligible for the DTC and another set of responses that 
may include some individuals who should not be considered eligible. To take account of 
this uncertainty, two estimates, one low and one high, are generated for each activity 
limitation, and by extension for the overall count. The underlying DTC-eligible 
population should be interpreted as lying somewhere between these low and 

high estimates. 


Table 6 
Estimates of the DT'C-Eligible Population, 2001 

Low High 
DTC-eligible population in households (PALS) 353,000 559,000 
DTC-eligible population in health institutions (NPHS) 133,000 166,000 
Adjustment for missing activity limitations 12,000 20,000 
Total 498,000 745,000 


Note: Numbers rounded to nearest thousand. 


'l Since these survey estimates will be compared with 2001 tax return data, the DTC eligibility criteria in 
effect in 2001 are used as the basis for comparison. 

'2 The 1996-1997 NPHS Health Institutions Survey is the most recent survey of this population that 
provides a representative cross-section. 

'3 The DTC certification form considers an activity limitation to be prolonged if it lasts for at least one 
year. PALS, however, asks individuals about activity limitations that have lasted, or that are expected to 
last, six months or more. The NPHS does not specify an amount of time when asking about activity 
limitations, but rather refers to “a person’s usual abilities.” It is possible, then, that the estimates of the 
DTC-eligible population derived from the survey data are too high, since the surveys consider a 
somewhat shorter timeframe than is used to determine DTC eligibility. 
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Table 6 presents the estimates of the DTC-eligible population. For individuals living in 
private households, the low estimate of the DTC-eligible population is 353,000, and the 
high estimate is 559,000. The NPHS indicates that there are many DTC-eligible 
individuals living in health institutions. For this group, the low estimate is 133,000 and 
the high estimate is 166,000.'* 


Both the PALS and NPHS surveys have questions on most, but not all, of the activity 
limitations covered by the DTC. Neither survey has direct questions on eliminating 
bodily waste or life-sustaining therapy. The estimates therefore do not include individuals 
who would qualify for the DTC solely under one of these criteria (although those who 
also experience one of the activity limitations captured by the survey would already be in 
the count). Consequently, it is necessary to adjust the estimates of the DTC-eligible 
population for these missing activity limitations. 


To adjust the estimates of the DTC-eligible population, it is possible to use tax return 
data, which provides some information on the types of activity limitations experienced by 
individuals claiming the DTC. In 2001 between 2.3 and 2.7 per cent of individuals who 
claimed the DTC listed eliminating bodily waste and life-sustaining therapy as their only 
activity limitations. Assuming that the same ratios apply to the survey estimates, it 
follows that the estimates of the DTC-eligible population should be adjusted by 12,000 

to 20,000. 


Combining the two sets of estimates and adding an adjustment factor to account for 
missing activity limitations yields overall estimates of the DTC-eligible population that 
range between 498,000 and 745,000. The actual number of DTC-eligible individuals is 
likely somewhere between these two numbers. 


Estimating the Potential DTC Recipient Population 


Since the DTC is an ability to pay tax measure, an estimate of the size of the DTC 
recipient population needs to take account of who can make use of the credit. More 
specifically, for an individual with a severe and prolonged disability to be a DTC 
recipient, they need to be in a position where they would be paying tax or have a family 
member in a position to benefit from a transfer of the credit. 


The first step in estimating the DTC recipient population is to determine how many 
DTC-eligible individuals have enough income to make use of the credit directly. Both 
PALS and the NPHS include information on the individual’s total income. Ideally, 
however, there would be data available on the individual’s taxable income, since some 
forms of income, such as social assistance and the Guaranteed Income Supplement, are 
not taxable. By making adjustments for non-taxable components of income and taking 
account of basic personal credits that can be claimed, it is possible to use these data sets 


‘* Since the NPHS Health Institutions Survey was conducted in 1996-1997, the estimates are adjusted for 
population growth between this period and 2001. Since the large majority of individuals in health 
institutions are senior citizens, the adjustment factor used is based on growth in the 65+ population. 
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to estimate the number of taxable DTC-eligible individuals.'” As Table 7 shows, the low 
estimate of the number of taxable DTC-eligible individuals is 214,000 and the high 
estimate is 331,000. 


Table 7 
Estimates of the Potential DTC Recipient Population, 2001 

Low High 
DTC-eligible population (from Table 6) 498,000 745,000 
DTC-eligible individuals who are taxable 214,000 331,000 
Transfers (assuming 0.43 ratio of transfers to taxable individuals) 92,000 142,000 
Total DTC recipient population 306,000 473,000 


Note: Numbers rounded to nearest thousand. 


The second step in this estimation process is to determine how many DTC-eligible 
individuals who cannot use the DTC themselves can transfer the credit to a family 
member who is taxable. Neither data set, however, includes enough information to permit 
a precise estimate for the number of transfers. On the one hand, PALS includes a variable 
on household income, but no information on family members living outside the 
household. On the other hand, the NPHS provides no information on the income of other 
family members. 


Since these surveys do not include any direct information on transfers, the next best 
option is to study tax return data to learn about the ratio of transfers to taxable DTC 
recipients. In 2001, out of the claims made by or for 400,000 DTC-eligible individuals, 
280,000 were claims directly made by taxable individuals (or taxable parents), and 
120,000 were for transfers from non-taxable adults with disabilities. This translates into a 
ratio of 0.43 transfers for each taxable individual. It seems reasonable to assume that the 
same ratio of transfers to taxable individuals holds for the survey data as well. This 
assumption would yield estimates of the number of DTC transfers that range between 
92,000 (low) and 142,000 (high). 


Combining the estimates of the number of taxable DTC-eligible individuals and the 
number of transfers produces measures of the potential DTC recipient population. As 
Table 7 indicates, the estimates of the DTC recipient population range between 306,000 
and 473,000. 


'S For individuals under 65, $10,000 of total income is used as the threshold below which individuals are 
non-taxable and above which individuals are taxable. For individuals 65 or older who are eligible for the 
age credit, $15,000 of total income is used as the threshold for taxable status. An analysis of tax return 
data, which also includes information on taxable income, indicates that these thresholds work well. For 
children, data on parents’ income are used. Technically speaking, virtually all DTC-eligible children 
transfer the credit to their parents or another family member, but these claims do not count as transfers in 
this discussion. The discussion of transfers that follows therefore pertains to DTC-eligible adults who can 
transfer the credit to a family member. 
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Comparison With the Number of DTC Recipients 


The next step in this analysis is to turn to tax return data to determine the number of DTC 
recipients. In Section 2, it was estimated that in 2001, DTC claims were made by or on 
behalf of 400,000 individuals with severe and prolonged impairments. This estimate 
leaves out some potential DTC recipients who are better off forgoing the DTC and 
including all of their attendant care or nursing home expenses in their METC claim. 
Since these individuals are being counted in the analysis of survey data on activity 
limitations, they should be included in this comparison. While there is no direct 
information on how many potential DTC recipients choose this option, tax return data on 
METC claims suggest that the total number in this category is approximately 22,000.'° 
The resulting estimate of the total number of DTC recipients, both actual and potential, in 
the 2001 tax year is therefore 422,000. 


The number of DTC recipients falls well within the range of estimates of the DTC 
recipient population based on survey data. Sensitivity analysis indicates that even when 
reasonable alternative assumptions are chosen for the number of transfers, the 
independent estimates of the recipient population are consistent with the actual number of 
DTC claims. This comparison indicates that, on the whole, Canadians with severe and 
prolonged activity limitations are making use of the DTC. This does not rule out the 
possibility that some potential recipients are not receiving the credit, or that some 
recipients are not in fact eligible. The analysis, however, suggests that there is no overall 
problem with take-up of this measure. 


5. THE CHALLENGE OF MEASURING 
THE EXTRA COSTS OF DISABILITY 


To determine whether the DTC is achieving its stated policy purpose, it is necessary to 
assess whether the dollar amount of the credit ($6,486 in 2004) is appropriate. That is, on 
average, do DTC recipients incur approximately this amount in extra out-of-pocket costs 
for everyday items? 


Estimating the additional everyday expenses of disability is extremely challenging. It is 
not simply a question of asking individuals with severe disabilities what they spend on, 
for example, wheelchairs or full-time attendants, and defining all of the money spent on 
these items as extra costs. Rather, it requires understanding the difference between what 
individuals with severe disabilities currently spend on everyday items, such as housing, 
and transportation, and what they would have spent on these items if they did not have a 


'© With detailed data from previous years on the composition of METC claims, it is possible to show how 
many individuals with net METC claims above $16,000 made these claims for attendant care or nursing 
home expenses (individuals with attendant care expenses below this amount would be better off claiming 
$10,000 of expenses under the METC and the DTC). Taking individuals who did not claim the DTC, tt 
can be shown that 83 per cent of seniors with high METC claims and 20 per cent of those under 65 with 
high METC claims had attendant care or nursing home expenses. These percentages can be applied to the 
2001 data on METC claims. 
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disability. For persons with disabilities to provide direct measures of these incremental 
costs, they would have to know the difference between what they currently spend on 
different items and what they would have spent in the absence of their condition. 


The other alternative is to try to come up with indirect measures of the extra everyday 
costs of disability. To do this would require a data set with information on spending 
patterns for persons both with and without disabilities. This would make it possible to 
analyze whether persons with disabilities as a group spend more than those without 
disabilities, all else equal, in different categories. For example, such an analysis could 
examine whether individuals with disabilities spend more on household goods than 
others, taking account of other differences between the two groups. If they spend more on 
average on household goods, the difference in spending levels would be defined as an 
extra cost of disability. This approach would produce an estimate of the average level of 
the additional expenses of disability in a given category, and these extra costs could then 
be aggregated across different categories. 


Even with such a data set, there would be challenges associated with measuring the extra 
expenses of disability. One unavoidable issue will be the heterogeneity of the population 
with a disability. Different types of disability often cause some individuals to spend more 
than average and others to spend less than average in a given category. For example, 
while some individuals with disabilities may spend more on transportation, others may be 
unable to leave their home and may therefore spend less on transportation. Persons who 
spend less than average in a given category because of their disability should not be 
counted, but there is no way to remove them from the calculation. As a result, persons 
with disabilities spending less than average would drag down the average for those with 
disabilities as a whole. As a result, indirect estimates of the extra expenses of disability 
would likely be understated to some extent, and it is impossible to say by how much. 


The Limitations of Current Data Sources 


At the present time, there is no existing Canadian data set that allows the estimation of 
the extra everyday costs of disability. One natural starting point is Statistics Canada’s 
Survey of Household Spending, Canada’s principal source of information on what 
families spend on different items. However, the Survey of Household Spending does not 
currently ask any questions that indicate who has a disability. 


Another potential resource for examining disability expenses is Statistics Canada’s 
2001 Participation and Activity Limitation Survey (PALS), Canada’s main source 
of information on disability. PALS asks individuals with disabilities about their 
out-of-pocket spending in six different categories: 


a Prescription and non-prescription drugs 
a Aids and specialized equipment 

= Health care and social services 

a Help received 

= Transportation 


a» Home modifications 
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Most of the expenditure categories in PALS refer to expenses that can be claimed under 
the METC; whereas this evaluation requires an analysis of the extra everyday expenses of 
disability for which receipts cannot be supplied. The only categories that relate to the 
DTC are non-prescription drugs, occasional help (i.e. housekeeping) and transportation. 
There are no questions in PALS about additional expenses for regular housing payments, 
utilities, clothing or household products. Consequently, using PALS in its current form 
would yield an underestimate of the extra everyday costs of disability. 


Steps Being Taken to Develop Better Data 


Since there is no appropriate data set, it is not currently possible to begin to develop a 
good estimate for how much DTC recipients incur in extra everyday costs. Given the 
importance of understanding the extra costs of disability, discussions are underway with 
Statistics Canada to develop better data. 


One option being considered is adding questions on disability to the Survey of Household 
Spending. It may also be possible to modify the next version of PALS, currently 
scheduled for 2006, to try to measure the extra everyday costs associated with disability. 


The discussion above suggests that no data set, even with modifications, will provide a 
complete measure of the extra everyday costs of disability. 


6. CONCLUSION 


The DTC is one of many measures that contribute to tax fairness for persons with 
disabilities. These measures provide tax relief for specific disability-related expenses 
(e.g. the METC) and for individuals caring for family members with disabilities. The 
unique role of the DTC is to provide tax relief for the additional everyday expenses 
incurred by individuals with severe and prolonged impairments and their supporting 
families. These expenses cannot be documented for tax purposes, so there is a need for a 
measure that provides general recognition of the negative impact of these extra everyday 
costs on the ability to pay tax. 


This report shows that, based on existing eligibility criteria, the DTC seems to be 
reaching its target population. Independent estimates of the DTC recipient population, 
based on Statistics Canada survey data on activity limitations, are consistent with tax 
return data on the number of DTC recipients. 


Finally, given the difficulty of quantifying the extra everyday costs of disability with 
current data, it is not possible to determine whether the DTC dollar amount is set at the 
right level. Steps are being taken to try to develop better data on the extra everyday costs 
of disability. 
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ANNEX 
GOVERNMENT OF CANADA TAX MEASURES 
THAT BENEFIT PERSONS WITH DISABILITIES 


5 Summary of Measures 


Personal Income Tax 


Tax relief for persons with disabilities and those who care for them 


Disability tax credit 

Disability supports deduction (proposed in the 2004 budget) 
Caregiver credit 

Infirm dependant credit 


Benefits delivered through the tax system 


= Refundable medical expense supplement 
a Child Disability Benefit 


Measures with special benefits for persons with disabilities 


Medical expense tax credit 
Eligible dependant credit 

Child care expense deduction 
Education credit 

Lifelong Learning Plan 
RRSP/RRIF rollover 

Registered education savings plans 
Home Buyers’ Plan 


Corporate Income Tax 


= Expensing of capital expenses incurred to adapt buildings 


Customs Tariff 


= Duty-free entry of disability-related goods 


Goods and Services Tax 


= Special treatment of goods and services used by persons 
with disabilities 


Excise Tax on Gasoline 


= Refund for persons with a mobility impairment | 
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Personal Income Tax 
Tax Relief for Persons With Disabilities and Those Who Care for Them 


Disability Supports Deduction 


Proposed in the 2004 budget, this measure replaces the attendant care deduction. Under 
the attendant care deduction, taxpayers eligible for the DTC who required attendant care 
in order to earn business or employment income or, after 2000, to attend a designated 
educational institution or a secondary school were able to deduct the cost of that care. 
The proposed disability supports deduction will recognize attendant care as well as other 
disability supports expenses incurred for education or employment purposes, unless they 
have been reimbursed by a non-taxable payment (e.g. from an insurance company). 
Individuals will not have to be eligible for the DTC in order to claim the deduction. 


For those earning employment or business income, the disability supports deduction will 
be limited to the lesser of: 
= the amounts paid for eligible expenses; and 


m the taxpayer’s earned income. 


For those attending school, the deduction will be limited to the lesser of: 
= the amounts paid for eligible expenses; and 
m the taxpayer’s earned income plus the least of: 


— the taxpayer’s non-employment income net of other deductions (i.e. the difference 
between the taxpayer’s net income without taking the proposed disability supports 
deduction into account and the taxpayer’s earned income); 


— $375 times the number of weeks in school; and 


- $15,000. 


In other words, the deduction will generally be limited to the lesser of the amounts paid 
for eligible expenses and the taxpayer’s earned income, which includes wages, self- 
employment income, and scholarships. 


For students, the deduction will be limited to the lesser of the amounts paid for eligible 
expenses and the student’s earned income plus an additional amount equal to the lesser 
of $375 times the number of weeks in school (up to a maximum of 40 weeks) and the 
student’s other income net of other deductions. 


The limit for students allows those who pay for disability supports in order to attend 
school with income other than earnings or scholarships to benefit from the deduction. 


The effect of the new deduction will be that no income tax will be payable on income 


(including government assistance) used to pay for these expenses, and that this income 
will not be used in determining the value of income-tested benefits. 
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Caregiver Credit 


The caregiver credit, introduced in 1998, recognizes that people who support certain adult 
relatives in their own home often incur expenses that reduce their ability to pay income 
tax. Eligible relatives include infirm dependent relatives who are 18 or older, and any 
parent or grandparent 65 years of age or over (regardless of infirmity).'’ For 2004 the 
maximum credit is $605 (16 per cent of $3,784). The credit is reduced when the 
dependant’s net income exceeds $12,921 and is fully phased out when the dependant’s 
net income reaches $16,705.'° 


Infirm Dependant Credit 


The infirm dependant credit recognizes that individuals providing support to an infirm 
adult relative who lives in a separate residence may incur expenses that reduce their 
ability to pay income tax. This non-refundable measure applies to the same infirm adult 
relatives asthe caregiver credit and generally provides the same amount of tax relief 
(up to $605, or 16 per cent of $3,784). The infirm dependant credit, however, is phased 
out at lower income levels; it is reduced when the dependant’s net income exceeds 
$5,386, and is fully phased out when this net income reaches $9,152. 


Benefits Delivered Through the Tax System 


Refundable Medical Expense Supplement 


Introduced in 1997, the refundable medical expense supplement recognizes that the loss 
of subsidies for disability-related supports under provincial social assistance for working 
adults with low incomes and above-average medical expenses can act as a barrier to 
participation in the labour force. This refundable tax credit supplements relief provided 
through the medical expense tax credit. Consequently, persons who claim the medical 
expense tax credit may also be able to claim this supplement, and any disability-related 
expenses claimed as medical expenses also qualify for the supplement. 


To be eligible for the supplement, the person’s net income from employment’’ must 
exceed $2,809. For 2004 the maximum supplement is 25 per cent of the allowable portion 
of expenses that can be claimed under the medical expense tax credit and 25 per cent of 
the amount claimed under the disability supports deduction announced in the March 2004 
budget, up to a limit of $562. To target relief to working adults with low incomes, the 
supplement is reduced by 5 per cent of net family income in excess of $21,301. The 
supplement is refundable to the extent that the taxpayer’s total income tax payable is less 
than the amount of the supplement. The supplement is fully indexed to inflation. 


'’ For the purposes of the caregiver credit, an infirm dependant relative could be someone’s (or their spouse 
or common-law partner’s) parent, grandparent, brother, sister, aunt, uncle, niece or nephew. 

'* The credit amounts and income thresholds for these three credits are fully indexed to inflation. 

” The sum of employment income, net of deductions for registered pension plans, union dues and other 
employment expenses, plus net self-employment income. 
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Child Disability Benefit 


Introduced in 2003, the Child Disability Benefit (CDB), a supplement to the federal 
Canada Child Tax Benefit, assists low- and modest-income families with the extra 
expenses associated with the care of children who are eligible for the DTC. 


The maximum benefit for July 2004 to June 2005 is $1,653 per child with a disability 
under 18 years of age. The full CDB is provided for each eligible child to families having 
a net income below the amount at which the National Child Benefit supplement is fully 
phased out. For a family with one child with a disability, the maximum benefit is 
provided to families with net incomes of less than $35,000. These thresholds are higher 
for families with more DTC-eligible children. The CDB 1s reduced as net family income 
exceeds the family’s threshold. The CDB amount and income thresholds at which 
benefits begin to be reduced are indexed to inflation. 


Measures With Special Benefits for Persons With Disabilities 


Medical Expense Tax Credit 


The medical expense tax credit (METC) is a non-refundable credit that recognizes the 
effect of above-average medical expenses on an individual’s ability to pay income tax. 
For 2004 the credit equals 16 per cent of qualifying medical expenses in excess of a 

net income threshold, which is the lesser of $1,813 or 3 per cent of net income 

(the $1,813 threshold is fully indexed to inflation). A person may claim medical expenses 
incurred by themselves, their spouse or their minor children. Taxpayers are also able to 
claim qualifying medical expenses paid on behalf of other dependent relatives that are in 
excess of the relative’s net income threshold, subject to a maximum claim of $5,000.7° 


The list of eligible METC expenses is quite broad and is regularly reviewed and 
expanded in light of new technologies and developments. In particular, there have been a 
substantial number of disability-related expenses added to the list of eligible METC 
expenses in recent years. 


*» These particular arrangements for claiming the METC on behalf of dependants were proposed in the 
2004 budget. 
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Recent Additions of Disability-Related Expenses 
to List of Eligible METC Expenses 


1997 


= 50 per cent of cost, up to $1,000, of air conditioner necessary to help individual 
cope with severe chronic ailment, disease or disorder 

= 20 per cent of cost, up to $5,000, of van adapted for transportation of individual 
in wheelchair 

= Sign language interpreter fees 

= Expenses incurred during move to accessible housing 

= Altering driveway to facilitate access to bus (for individuals with severe and 
prolonged mobility impairment) 

= An increase in the part-time attendant care limit from $5,000 to $10,000. 


1998 


= Training expenses for caregivers 


1999 


= Care and supervision of persons with severe and prolonged impairments living 
in group home 

= Therapy for persons with severe and prolonged impairments 

= Tutoring for persons with learning disabilities (or other mental impairments) 


2000 


= Reasonable expenses of adapting a new home (i.e. during construction of the home) 
to the needs of a person with a disability 


2003 


= Real-time captioning services for persons with a hearing or speaking impairment 
= Note-taking services for persons with a mental or physical impairment 


Voice-recognition software for individuals with a physical impairment 
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Eligible Dependant Credit 


If someone who does not have a spouse is caring for an infirm adult relative in their own 
home, they may be able to claim the eligible dependant credit. It is not possible to claim 
the full amount of both this credit and the caregiver credit. The eligible dependant credit 
has a maximum value of $1,088 (16 per cent of $6,803), which is higher than the 
caregiver credit. However, it is phased out at lower income levels; the phase-out starts at 
$681 and ends at $7,484. In addition, the eligible dependant credit can only be claimed 
for infirm dependent children, grandchildren, brothers and sisters, as well as any child 
under 18 or any parent or grandparent. 
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Child Care Expense Deduction 


Introduced in 1972, the child care expense deduction recognizes that taxpayers, their 
spouses or common-law partners often incur significant costs for child care to enable 
them to work or attend school. Child care expenses can act as a barrier to participation in 
the labour force, with their deductibility reducing this barrier. Furthermore, children with 
a disability or infirm children often require specialized care. 


A supporting person may deduct the lesser of the expense limit, two-thirds of earned 
income,”! or the actual amount of child care expenses incurred. If the child is eligible for 
the DTC, then the expense limit is $10,000 regardless of the child’s age. For a child over 
16 years of age who has a disability or is infirm, but does not qualify for the DTC, the 
expense limit is $4,000. Otherwise, the expense limits are $7,000 for a child less than 

7 years of age and $4,000 for a child between 7 and 16 years of age. 


Generally, only the supporting person with the lower net income can make a claim and 
this supporting person must also live with the child. In addition, if the child for whom the 
expenses are being claimed is dependent on either supporting person, but is not the child 
of either individual, then the child’s net income must be less than the basic personal 
amount. 


Since it reduces taxable income, the deduction may increase the disability amount that 
can be transferred to a spouse or to a relative who provides dependant care. However, it 
also reduces the amount of the disability supplement for a child with a disability less than 
17 years of age. 


Education Credit 


Students can claim the education credit for each month of study at post-secondary 
institutions or in occupational training institutions that have been certified by the 
Minister of Human Resources and Skills Development. The credit is 16 per cent of 
$400 per month of full-time study, or $120 per month of part-time study. The credit is 
provided in recognition of non-tuition costs of post-secondary education, such as the 
costs of textbooks. Persons with disabilities, however, are often unable to attend a post- 
secondary institution on a full-time basis because of their disability. 


Consequently, to improve their education opportunities, the full-time education credit is 
available to individuals who attend a qualifying post-secondary institution on a part-time 
basis and who are either eligible for the DTC or certified as being mentally or physically 
impaired for purposes of this credit. 


21 Barned income includes employment and self-employment income, scholarships, bursaries, fellowships, 
research grants, amounts received under a federal program to encourage employment and disability 
benefits under the Canada or Quebec Pension Plan. 
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Unused education amounts may be either carried forward for use by the student in a 
subsequent taxation year or, together with the tuition amount, transferred, to a maximum 
of $5,000, to the student’s spouse, or to a parent or grandparent. However, amounts 
carried forward cannot be transferred at a later date. 


Moreover, if even a portion of the education amount can be used by a student, then that 
portion must be used before any excess amount can be carried forward or transferred, and 
before the non-refundable medical expense tax credit can be used. 


Lifelong Learning Plan 


Introduced in 1999, the Lifelong Learning Plan allows any individual to make a tax-free 
withdrawal of up to $20,000 over four years from their registered retirement savings plan 
(RRSP) to help finance their education or training, or that of their spouse. Funds 
withdrawn for this purpose must be returned to the RRSP in equal annual instalments 
over no more than 10 years. 


In general, this provision applies only to full-time students. However, people with 
disabilities are often unable to attend a post-secondary institution on a full-time basis 
because of their disability. Consequently, the Lifelong Learning Plan extends eligibility 
to part-time students who are either eligible for the DTC or certified as being mentally or 
physically impaired for purposes of the education credit. 


RRSP/RRIF Rollover 


When the annuitant under an RRSP or registered retirement income fund (RRIF) dies, the 
value of the RRSP or RRIF is generally included in computing the deceased’s income for 
the year of death. However, preferential tax treatment on RRSP or RRIF distributions 
made after death is provided in certain cases, including where the proceeds are distributed 
to a child or grandchild who was financially dependent on the deceased annuitant by 
reason of physical or mental infirmity. In this case, the RRSP or RRIF proceeds may be 
transferred without tax to the RRSP of the child or may be used to purchase an immediate 
life annuity. For 2004 a child or grandchild is considered to be financially dependent if 
the child’s income for the year preceding the year of death was below $14,035. This 
threshold is indexed to inflation. 


Registered Education Savings Plans 


Generally, a student has to be registered full-time at a qualifying post-secondary 
institution in order to receive a payment out of a registered education savings plan to 
further his/her post-secondary education. The full-time requirement is waived for 
students who qualify for the DTC and those who cannot reasonably be expected to be 
enrolled as a full-time student because of a certified mental or physical impairment. 


Home Buyers’ Plan 


The Home Buyers’ Plan allows individuals to make a tax-free withdrawal of up to 
$20,000 from their RRSP to purchase a home. Funds withdrawn for this purpose must be 
returned to the RRSP in equal annual instalments over no more than 15 years. 
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In general, the plan is targeted to first-time home buyers. However, since 1998, persons 
eligible for the DTC need not be first-time home buyers to benefit from the plan. In 
particular, these persons, their spouses and their relatives may draw funds from their 
RRSPs to help finance the purchase of a house that is better suited to the needs of the 
person with a disability. Furthermore, either the person with the disability, his/her spouse 
or relative of the person with the disability may own the house. 


Corporate Income Tax 
Expensing of Capital Expenses Incurred to Adapt Buildings 


Certain capital expenses incurred to adapt a building to enable individuals who have a 
mobility impairment to gain access to the building or to be mobile within it can be 
deducted fully in the year the expense is incurred instead of being depreciated over time 
through the capital cost allowance system. Eligible capital expenditures include ramps, 
door openers and modifications to bathrooms, elevators and doorways. The same 
corporate tax treatment applies to expenses for certain disability-related devices or 
equipment (e.g., visual fire alarm indicators and listening devices for group meetings). 


Customs Tariff 
Duty-Free Entry of Disability-Related Goods 


The Customs Tariff provides for duty-free entry of goods that are specifically designed to 
assist persons with disabilities in alleviating the effects of those disabilities, and articles 
and materials for use in such goods. 


Goods and Services Tax 
Special Treatment of Goods and Services Used by Persons With Disabilities 


Many goods and services used by people with disabilities or infirmities are exempt from, 
or are zero-rated for purposes of, the goods and services tax/harmonized sales tax 
(GST/HST). Rebates of GST/HST are also available in certain cases. 


= Exempt goods for which the GST/HST does not apply include most health care 
services, personal care and supervision programs provided in a business 
establishment, programs to provide prepared meals in the homes of people with 
disabilities, and recreational programs offered by public sector bodies. 

= Zero-rated goods include prescription drugs as well as many medical devices and 
supplies and guide dogs. 

= A rebate applies to modifications made to vehicles for persons with disabilities. 


Excise Tax on Gasoline 
Refund for Persons With a Mobility Impairment 


A partial refund of 1.5¢ per litre is available for gasoline for the personal use by a person 
with a permanent mobility impairment who cannot safely use public transportation. 
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TAXATION AND ECONOMIC EFFICIENCY: 
RESULTS FROM A GENERAL EQUILIBRIUM MODEL 
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1. INTRODUCTION AND SUMMARY 


The fundamental role of the tax system is to raise the revenue necessary to finance the 
programs and services provided by the government on behalf of citizens. While the 
provision of public services has clear benefits, taxes impose unavoidable costs on the 
economy through their effects on incentives to work, save and invest, and on a nation’s 
ability to attract and retain skilled workers, entrepreneurs and investment capital. 
These impacts on economic efficiency vary by type of tax so governments can, in 
principle, adjust the mix of taxes to minimize the cost of financing a given level of 
government services. 


Efficiency, of course, is not the only criteria according to which a tax system should be 
assessed. How the tax system affects the distribution of income in the economy is also an 
important consideration. In addition, the administrative burden imposed on government 
and the compliance costs imposed on taxpayers need to be taken into consideration. 


This paper addresses the efficiency of the tax system and its various components. It 
provides estimates of the comparative long-run economic costs imposed by the principal 
taxes in Canada, as revealed by simulations with a model of the Canadian economy 
developed at the Department of Finance Canada. The estimates of the economic costs are 
a reflection of the effects that taxation has on behaviour. For example, labour taxation 
causes people to work less than they would in the absence of such taxation. Similarly, 
taxing investment causes people to invest less than they would otherwise. 


The key finding of the analysis is that, in the current Canadian setting, taxes on saving 
and investment impose higher economic costs than taxes on wages and consumer 
spending. This is attributable to the impact on productivity and wages of capital 
accumulation effects that occur in response to changes in taxes on saving and investment. 
Taxes on wages and consumption also affect economic performance, but the effects are 
smaller because of the relatively low sensitivity of labour supply to changes in wages. 
While the estimates of the costs for specific taxes are sensitive to the assumptions made 
in constructing the model and to the channels of influence captured in it, the ranking of 
taxes by economic cost is robust and indeed consistent with other studies in the Canadian 
and international economic literature. 


2. PRINCIPAL TAXES IN CANADA 


Canadian governments (federal, provincial, territorial and local) raised about $360 billion 
through taxation in the 2003—04 fiscal year, which is equivalent to about 30 per cent of 
Canada’s gross domestic product or GDP (Table 1). This amount was split roughly 
equally between the federal government on the one hand and provincial/territorial/local 
governments on the other. 
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Table 1 


The Tax Mix in Canada (Fiscal Year Ending March 31, 2004) 


% of tax revenues 


Provincial/ 
territorial/ % of 
Federal local Total GDP” 

Personal income taxes’ 26.4 14.4 40.9 a 
On wage income 203 13.8 ee a 11.6 
On investment income 12 0.6 1.8 0.5 
Payroll taxes 6.1 mee 11.7 3.0 
General payroll taxes 0.0 2.4 2.4 0.7 
Contributions to social security plans® 6.1 2.4 8.5 2S 
Health and drug insurance premiums 0.0 0.8 0.8 2 
Property taxes’ 0.0 11.2 11.2 33 
Residential 0.0 6.5 6.5 1.9 
Business 0.0 4.7 4.7 1.4 
Corporate income taxes fe 32 10.7 3.2 
Corporate capital taxes 0.4 0.9 1.4 0.4 
Sales taxes’ 8.6 8.5 17.0 5.1 
Value-added taxes" 8.6 2.8 11.4 3.4 
Retail sales taxes 0.0 S20 5.6 Ly 
On consumer spending 0.0 29 29 0.8 
On business inputs 0.0 2.8 2.8 0.8 
Excise taxes and customs duties 3.4 3.6 7.1 2.1 
Total tax revenues (%) 52.4 47.6 100.0 2907 

Total tax revenues ($ billions) 189.6 1 WA) 361.5 


Total government revenues’ ($ billions, %) _203.5 254.8 458.3 37.6 


Breakdown based on calculations by the Department of Finance. 

Based on 2003 GDP estimate in current dollars. 

Does not include Canada Pension Plan and Quebec Pension Plan. 

Consists of the goods and services tax/harmonized sales tax and the Québec sales tax. 

Non-tax revenues include user fees, net revenue from gaming activities, liquor profits and investment 
income. Excludes intergovernmental transfers. 

Note: Numbers may not add due to rounding. 

Source: Statistics Canada, tables 385-0001 and 380-0001. 
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Roughly 75 per cent of government tax revenue is raised through direct taxes on persons 
and corporations. Taxes on wage and salary income are the largest component, followed 
by payroll and property taxes. Corporate income taxes are next, accounting for just over 
10 per cent of government tax revenues in Canada. Taxes on personal saving, or on 
investment income such as interest, dividends and capital gains, as well as corporate 
capital taxes, represent a small share of tax revenues. 
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Sales and other indirect taxes account for nearly 25 per cent of government tax revenues. 
In contrast to value-added taxes such as the goods and services tax/harmonized sales tax 
and the Québec sales tax, provincial retail sales taxes are imposed not only on consumer 
spending but also on certain intermediate materials and capital goods used by businesses. 


3. GENERAL EQUILIBRIUM MODELS AND POLICY ANALYSIS 


Economic models provide a simplified representation of the market for a specific good or 
service, an industrial sector or the entire economy. They are used to evaluate the impact 
of changes in the economic environment, including government policies, on the market or 
economy being studied. Models that examine how long-run, or equilibrium, relationships 
are affected by changes in the economic environment are described as “general 
equilibrium” models. 


General equilibrium models assume that capital and labour are fully employed at all 
times; the focus is therefore on how efficiently resources are being allocated in the 
economy rather than on how intensively they are being used. General equilibrium models 
use standard microeconomic theory to specify how the principal actors in the economy 
(i.e. consumers, firms and governments) respond to changes in relative prices and how 
their decisions interact. For example: 


= The decision made by consumers about how much to save depends on the level of 
interest rates, which is in turn influenced by the investment decisions of firms. 
Ultimately, the interest rate adjusts to ensure that the total supply of savings equals 
the total demand for investment. 


= Hiring decisions made by firms are influenced by the market wage rate, which in turn 
affects the number of people seeking work. In this case, the market wage adjusts to 
ensure that the demand for labour equals its supply. 


General equilibrium models provide a unified and consistent framework within which 
several policy options can be evaluated and compared. The model results are dependent 
on estimates of the sensitivity of economic decisions to changes in relative prices. While 
these are empirically based, analysts may use different values of parameters to arrive at 
different quantitative results. Hence, general equilibrium models are more useful for the 
qualitative insights they provide and for ranking different policy choices than for the 
specific numerical results obtained. 


The general equilibrium model used in this paper features a representative consumer and 
four representative corporations operating in four industries. The foreign sector consists 
of a single representative “agent” who owns a substantial portion of the domestic capital 
stock and who trades goods, services and financial capital with Canada. In the model, the 
consumer makes decisions about work, leisure, consumption and savings in a manner that 
maximizes his or her economic well-being, which is defined as a function of consumption 
and leisure time available. Economic well-being can therefore be thought of as the level 
of satisfaction over time associated with the amount of goods and services being 
consumed and the amount of leisure time available. Production decisions are made by 
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profit-maximizing firms operating in a competitive environment using one type of 
capital,” homogeneous labour and intermediate materials produced in Canada and 
abroad. Relative prices are the key determinant of the flow of goods and services between 
Canada and the rest of the world while the relative rates of return on investment 
determine the net flow of financial capital across borders. 


The model examines the effects of altering the tax mix on four key decisions: the 
decision to consume or invest; the decision to invest at home or abroad (by both 
Canadians and foreigners); the labour-leisure decision, and the composition of 
consumption and investment in terms of domestically produced and imported 
commodities. While the demand and supply of labour and the economy’s output are 
assumed to be always in balance, the stock of business capital and the stock of the 
consumer’s financial assets take time to reach a new equilibrium value. As a result, the 
benefits of tax reductions that affect desired asset stocks take longer to be realized than 
tax reductions that affect consumption and labour supply decisions. 


A thorough description of the structure of the model, data sources and calibration 
procedure is available in a background paper.” 


4, IMPACTS OF TAXATION ON ECONOMIC EFFICIENCY 


The estimates of the impact of various tax reductions on economic well-being are 
summarized in the chart below.”* The simulations incorporate stylized tax measures that 
offset the revenue loss from the tax cut without creating any economic distortions. More 
specifically, the lost tax revenue is assumed to be recovered through “lump-sum” or head 
taxes, which have no effect on the incentives to work, save or invest. This assumption is 
used as a simplifying device, providing a neutral benchmark against which all policy 
options can be compared. 


The full impacts of tax reductions take time to be realized and, as noted above, the time 
profile varies by type of tax. These differences can affect the estimated well-being gains 
from tax reductions. If two initiatives have the same long-run impact, the gain will be 
larger for the initiative that provides benefits earlier. In order to take these differences in 
the transition path into account, the change in economic well-being is measured on a 
discounted present-value basis. The figures in the chart are scaled to represent the 
economic well-being gain in dollars for a $1 reduction in tax revenue. For example, 
reducing personal capital income taxes by one dollar, and financing the revenue loss by a 
one-dollar lump-sum tax, would raise well-being measured on a discounted present-value 
basis by $1.30. This is the economic benefit to taxpayers and society of reducing the 
economic distortions that would otherwise result from this dollar of taxation. 


22 The useful life and the rate of capital consumption allowance of the single capital good do, however, 
vary by industry. 

3 Maximilian Baylor and Louis Beauséjour, “Taxation and Economic Efficiency: Results from a Canadian 
CGE Model,” Department of Finance Canada working paper (forthcoming), 
www.fin.gc.ca/access/ecfisce.html. 


24 The simulated tax reductions represent small changes, not a fundamental restructuring of the tax system. 
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Long-Run Economic Well-Being Gain From Revenue-Neutral Tax Reductions* 


a6 7 ' 
| 1.44 13 
1.2 4 
Economic well-being 
a gain per dollar 
0.9 | of tax reduction 
| 0.8 4 | 
0.6 | | 
| | 0.4 
| 04; Fa me | 
= a 0.2 
02; ia ! 
| 0 | — = —_ hl — 2. Z 
Sales tax on Personal Capital tax Corporate Average Wage tax Consumption Weighted Capital cost 
capital goods Capital income tax personal tax average allowances 
income tax income tax gain 
| 
{ 
* The revenue loss is assumed to be recovered through lump-sum taxation. | 


The estimates in the chart can be used to assess the efficiency effect of replacing the 
lost revenue with another tax. To continue with the previous example, if the lost tax 
revenue were replaced by a tax on consumer spending, there would still be a large net 
well-being gain since the economic benefit from reduced taxation of investment income 
is substantially higher than the economic cost associated with the taxation of 

consumer spending. 


Before analyzing the results, it is worth explaining the two bars to the right of the dashed 
line in the chart. The first bar represents the weighted average gain in well-being for all 
taxes analyzed.” This calculation shows that a small, equal reduction in all taxes would 
raise well-being by 30 cents per dollar of revenue forgone. The second bar is the result 
for a simulated increase in capital cost allowance (CCA) on new capital only. Since the 
depreciation of capital is a cost borne by firms in the production process, the tax system 
allows the deduction of depreciation costs according to legislated CCA rates. This 
simulation is reported separately because increasing CCA is not a tax reduction per se 
but rather an increase in a deduction applicable against the corporate income tax. 


As can be seen from the chart, the model suggests that reducing taxes on saving and 
investment produces larger gains than reducing taxes on wages or consumption. In 
particular, increasing CCA on new capital, cutting sales taxes on capital goods and 
cutting personal capital income taxes appear particularly potent. 


* A reduction in property taxes is not included in this calculation. 
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Taxes on Saving and Investment Versus Labour and Consumption Taxes 


The larger effect of taxes on saving and investment is attributable to capital accumulation 
effects. For example, reducing the tax on investment income raises the net-of-tax rate of 
return, which increases saving leading to a lower cost of capital to firms and higher 
investment. In turn, the higher capital stock boosts economic well-being by increasing 
productivity and, hence, wages. 


In contrast, while reducing taxes on wages and consumption raises the real wage and 
improves economic performance by increasing hours worked, the benefits are small 
relative to tax cuts that affect saving and investment. This difference is largely 
determined by the relative size of two key model parameters: the sensitivity of labour 
supply to the wage rate and the sensitivity of investment to changes in the cost of capital. 
Estimates in the economic literature indicate that labour supply is less sensitive to 
changes in wages than investment is to the cost of capital. 


The dynamics of the two types of tax cuts are also quite different. Reducing taxes on 
saving and investment initially leads to a fall in consumer spending as consumers find it 
beneficial, in light of the higher rate of return, to postpone consumption and to save. 
Eventually, of course, higher saving leads to a higher sustainable rate of consumption. 
In contrast, cutting wage and consumption taxes raises consumer spending immediately. 


Reducing Taxes on New Investment 


The model results suggest that reducing the sales tax on capital goods is a particularly 
effective way of promoting capital accumulation and hence well-being. The high cost- 
effectiveness reflects the fact that the tax cut is channelled entirely to new investment so 
there is no windfall gain to existing capital. Some of the tax cut will, however, accrue to 
foreigners, who undertake a substantial proportion of new investment in Canada. 


Increasing CCA on new capital is a policy option whose mechanics are similar to those of 
reducing sales taxes on capital goods: only new capital is affected but there are also 
benefits to foreign investors. The results confirm the potential benefits of aligning CCA 
rates with economic lives where depreciation costs are not adequately covered. Such a 
policy change would reduce not only inter-temporal distortions but also inter-sectoral and 
inter-asset distortions.”° 


6 These impacts are not captured in the model since, as indicated earlier, it contains only four industries 
and one representative capital good. See John Whalley, “Efficiency Considerations in Business Tax 
Reform,” Working Paper 97-8, Technical Committee on Business Taxation, Ottawa for a discussion of 
the estimates of the efficiency gains from a more neutral corporate income tax system. Note that setting 
CCA rates in excess of economic lives would have negative effects because the tax system would distort 
the true economic cost of using a capital asset. In addition, “accelerated” CCA can encourage 
economically costly tax-planning activities. 
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Reducing Personal Capital Income Taxes 


The model indicates that cutting personal capital income taxes (that is, taxes on interest, 
dividends and capital gains) provides benefits about as large as reducing the sales tax on 
capital goods or aligning CCA rates with economic lives. The key avenue of effect here is 
that the tax reduction increases the pool of Canadian savings, which reduces the cost of 
capital for Canadian firms. This result depends importantly on the assumption that most 
induced savings will be invested in Canada. Canadians invest about 80 per cent of their 
wealth in Canada, and it is assumed that this average “home bias” applies to the 
additional savings induced by the tax cut.’ 


Reducing Corporate Income Taxes 


Reducing the statutory rate of corporate income tax promotes capital accumulation by 
increasing the after-tax return to capital. This option is, within the confines of the model, 
a less cost-effective way to improve well-being than reducing sales taxes on capital goods 
and personal taxes on capital income. The gap with sales taxes on capital goods largely 
reflects the fact that the statutory rate reduction applies to both old and new capital. 

There are two key factors that explain the gap with personal capital income tax 
reductions. First, some of the corporate income tax cut will accrue to foreigners, who 
own a substantial portion of the Canadian capital stock, while the personal capital income 
tax cut applies to Canadian residents only. 


Second, the corporate income tax rate reductions interact with CCA and adjustment costs. 
When CCA exceeds economic depreciation, as it does on average in Canada, firms 
receive a tax benefit on new investment from CCA that is valued at the corporate tax rate. 
Reducing corporate taxes therefore lowers the value of the CCA tax benefit.2® Since there 
is no interaction between CCA and personal capital income taxes, reducing them has a 
larger impact on the effective tax rate on new investment than a revenue-equivalent 
reduction in the corporate income tax rate. 


This effect is reinforced when the adjustment costs that firms must go through when they 
make new investments are taken into consideration. Adjustment costs, modelled in the 
form of temporarily lower production as firms invest, reduce taxable income since they 
are, in effect, immediately expensed. A corporate tax rate reduction increases the after- 
tax cost of this “expense.” This also lowers the benefit of the corporate income tax rate 
cut for new investment. There is no parallel effect with personal capital income taxes. 


*’ Theoretical arguments can be developed to support or refute this assumption, and empirical work does 
not provide firm guidance on the issue. The results are also affected by the assumption that the marginal 
source of investment funds for Canadian corporations is a taxable domestic resident. If the marginal 
source were a foreigner or a domestic tax-exempt resident, the cost-effectiveness of reductions in 
personal capital income taxes would be smaller. In this case, the existing empirical evidence points to the 
marginal supplier being a taxable resident. 

*S Tf CCA were on average less than economic depreciation, firms would be paying a tax penalty on new 
investment. In this case, a reduction in the statutory rate would result in a smaller penalty, which would 
favour investment in new capital and raise the cost-effectiveness of the corporate tax cut. 
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The model result does not take into consideration any tax-planning effects. In 2000 
Canada’s combined federal/provincial statutory rate was the second highest in the 
Group of Seven (G-7), giving multinational enterprises (MNEs) operating in Canada an 
incentive to shift taxable income to other jurisdictions. As a result of the rate reductions 
in the Five-Year Tax Reduction Plan announced in Budget 2000 and rate reductions by 
some provincial governments, Canada’s statutory tax rate is now below the average 

U.S. (federal-state) rate and in the middle of rates in the G-7 countries. The tax cuts 
implemented since 2000 would be expected to deliver two benefits: additional investment 
in Canada and additional revenue since MNEs now have less of an incentive to shift 
taxable income out of Canada. The model results may therefore understate the impact on 
economic well-being for Canada of corporate tax reductions. 


Capital Tax Reduction 


Capital and corporate income tax reductions have different impacts on economic 
efficiency despite the fact that, in the absence of risk, they are equivalent ways of taxing 
income from capital. The difference arises because of the interaction between corporate 
income taxes and CCA and adjustment costs discussed above. Since there are no parallel 
effects with capital taxes, this interaction causes the corporate rate reduction to give less 
of the benefits to new capital than a revenue equivalent capital tax reduction. 


Note, however, that the model does not capture the risk-shifting aspect of the capital tax. 
Unlike corporate income taxes, capital taxes must be paid even if the investment is not 
profitable, which makes them more distortionary. For example, capital taxes add to the 
losses incurred by businesses during economic downturns and reduce the cash flow of 
start-ups and expanding firms. In other words, because they are profit insensitive, capital 
taxes increase the risk of investing to business more than corporate income taxes, which 
share the risks between the firm and the government. In fact, profit insensitivity is the 
principal argument in favour of reducing capital taxes. Since this feature is not captured 
in the model, the results clearly understate the gains from capital tax reduction. 


5. SENSITIVITY ANALYSIS AND COMPARISON 
WITH OTHER STUDIES 


Sensitivity tests are implemented by performing the tax reduction simulations described 
in the section “Impacts of Taxation on Economic Efficiency” using alternative, yet 
equally plausible, values for important model parameters. This exercise reveals that the 
ranking of policy options is more or less unaffected, but that the point estimates do 
change substantially. This finding is consistent with results from other reviews of general 
equilibrium models.” 


9 See Kenneth Judd, “The Welfare Cost of Factor Taxation in a Perfect-Foresight Model,” Journal of 
Political Economy, 1987, Vol. 95, No. 4 for a particularly convincing exposition. 
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Another issue that can affect results is model design. The choice of the theoretical 
framework that underpins the functioning of a model is of great importance since 
different frameworks can affect the results. In addition, because modellers tend to refine 
some areas and simplify others, different results can be obtained even within the confines 
of a given theoretical framework. A recent survey of the general equilibrium tax literature 
conducted at the Department of Finance explores the issue of result consistency across 
general equilibrium tax models.*° The study reviews results from seven general 
equilibrium models (including the one used in this paper) and finds that they paint a fairly 
consistent picture. All but one of the seven studies reviewed find that taxes on capital are 
the most distortionary, followed by taxes on wages and then taxes on consumption. 
Furthermore, although only three studies examine the issue, measures targeted towards 
reducing taxes on new investment only are found to be highly effective. The magnitudes 
of the numerical results do, however, vary considerably by model and country. 


6. CONCLUSION 


This paper uses a general equilibrium model to simulate the impact of tax reductions. 
The simulations suggest that taxes on saving and investment impose the highest 
economic costs, followed by wage and then consumption taxes. Measures targeting new 
investment and personal capital income tax are found to be especially potent. The model 
results suggest that changes in the structure of taxation could improve economic 
performance. 


It is important to remember a number of caveats in interpreting the results. Some of the 
channels through which tax policy affects the economy are not modelled. For example, 
tax-planning effects, which can have significant impacts in some circumstances, are not 
captured in the model: in this case, the results may underestimate the impact of corporate 
income tax reductions. Further, the model does not provide information about the effects 
that altering the tax mix might have on capital and labour quality. Finally, the estimates 
could be affected if the model were enriched by including more types of capital, more 
than one consumer and a more detailed modelling of the rest of the world. 


Lastly, this paper focuses entirely on efficiency, which is but one of the criteria according 
to which any tax system should be assessed. Since the other criteria are also important to 
judgement on tax policy, the analysis provided herein offers only part of a larger picture. 


*° Maximilian Baylor, “Ranking Tax Distortions in Dynamic General Equilibrium Models,” Department of 


Finance Canada working paper (forthcoming), www. fin.gc.ca/access/ecfisce.html. 


—~ 
Nn 


The ante 
{ay 4 acpi ‘ 
- ahaa Cae | 
mapas cd pmsrrneriirac ye aay Cana 
antics Grito soln ysoiane 2g es Raa ees 
- "y . — -Orr Tre aS a a7 
mntieisih B ‘i uyiilaeers lecxtasanll Coal as : a ~*~ phe aos ar*s owen 2 = at 
Nene jemi erties te qe) won prenonen ee 
dnatety enter as 8 egies ite Seabee “ ae 
giitk= into yaad foe Gage 00 DG anes ene 
Ay eee precipi rset bate bars ana TA ua eG 
) quag owns “Se nooejow dt vray eh ban 
: I ee a an tapeal 
sol?! oelraite-¢icyia off op tena ap qlee samrmtageds Vineet ont Seal 
steam yd riiesbwnns cur coerwod 2h ive iormann glia |p 


7 ue 


alr eS bet 


leisy Ce OL a 

se teen: nh TL Oee Te 

; : om ZOCA CI 6 tre ; 

2 RE Sih tae sien Drea aS Fp WwW ® 9A tay 

4 ser yy ee ae aos ge Sag) * ee woe tae 
aie, 40 GEE Oi! UR QOS F ly Erne | ace yY S09 abla? AP oo Slime? 
; tae vis agi moni (dees tapos Ky bow ioselerrlin 
, 5 eur) , nite pup io md yelt pay yy rar, nlf eepudee A ot 


a it > 
_~ y : . : af enor roe 


- ¢ 


“a } © CG, w a ar 
: wai: alee les eens ¢ sol ergs Terie Av 


| ensy SAL Silky © 0G 8 Ad See guD “ree 
(i : (eq tiddte iis ae fad i> oe Dat ise eetey 
Ah pas net. eRe ay - er . = lotareig 
. ; pouty piel Ail batcel, ant allel open pala : 
“sj I M i )a i. e f ry pat 5 ASts . the JA. i 7 
ie yen yi beaetoree pir ints AY be taategihe i) Sine mic 


on 


Yitikss 2 IO 


Publications 


TAX EXPENDITURES So 
AND EVALUATIONS 


2005 


i+l 


Canada 


Tax EXPENDITURES 


AND EVALUATIONS 


2005 


Department of Finance Ministere des Finances 
Be & Canada Canada 


© Her Majesty the Queen in Right of Canada (2005) 
All rights reserved 


All requests for permission to reproduce this document or any part thereof 
shall be addressed to Public Works and Government Services Canada. 


Available from the 


Distribution Centre 
Department of Finance Canada 
Room P-135, West Tower 
300 Laurier Avenue West 
Ottawa, Ontario K1A OG5 
Tel: (613) 943-8665 
Fax: (613) 996-0901 


Price: $16.00 (including GST) 


This document is available free on the Internet at 
www.fin.gc.ca 


Cette publication est également disponible en francais. 


Cat No.: F1-27/2005E 
ISBN 0-660-19536-4 


TABLE OF CONTENTS 


Fee etnies Baha ys qovliesnsvi eal des zuyed vast caeneh vag sesveelswedoeveatoctelcereossisyneccee, 2 
Part 1—Tax Expenditures: Estimates and Projections ........ccccccccsescsececcocececcececcesececceccccenn. 7 
1650069) Lien ala ad ap i le ce. een teat vc aca ean sn OP . 
eRe inthe 20050 eport P<. eaus ees. Greaves upneusthnuderniccce, 1] 
Bere ERM os seers ee eo ee ce Oe ee iS 
Table 1—Personal Income Tax Expenditures .:..sccc.c.ccsesseseceseeeeeeseseee.-ae.ees.. 16 
Wabie 2—-Corporate Income. Tax Expenditures wsacacasic. lsu. deeeeen ters Bar, 
AO eae be Lanel xpenuiturcsel...27.. 0k, ee i a ee 35 
aa IC SOON ET, ee. ee AY Ld ch cies deen by AGE BO he eee 39 
Marginal Effective Tax Rates on Business Investment: 
Methodology and Estimates for Canadian and US Jurisdictions ........cccccccccc000-- 39 
COLA H Ay ¢ RULE TG) (hgh: 5.00 is te eee Oe CP Rae aye Bae al 4] 
Marginal Effective Tax Rates—Methodology.......c.cccccccccccsssesesessescseseeseseees 42 
Pyeluuon oie National METER ti’ Canada. ..\.;..:.....saeen. seen 46 
Re a= ke ITI ATT SOUL Aer oy. ves sb csc Ge Gs seavatiat eee meee oe 49 
BS pres LV eA GSCl ANG -SECLOL iyi. athe sycs credence, eevee 53 
SUSIE ye ess CIN reefers peeed occ uiuesscavoes ya cava eucsvanees toa eee 57 
Bsumaicsor rrovinces, Leritoricsand States :.s...<.0 suena. 61 
ECV ITSO 16 OCR ER SORE ee ture Br 64 
Annex A—Provincial-Territorial and Federal Statutory Tax Rates............ 65 
Annex B—US State and Federal Statutory Tax Rates................ssssserssssess. 66 
Annex C—METRs on Tangible Assets for the 50 US States 
aisles OCS umielicey i Oe /Ubhnel eit: Ramu meamenns Seeman came ee nv ny ran ard) Pasay 68 
3 


ns ke 2 ) panes 


. we — - - a - 7 =! = 
: 26» 
= > or, a 
}} 
= be ed > 
ope = a . a 
=f 
i ® oo 
bes 


are | 
——— °c) : . $00§ tae triage amiedt 


‘ahtiesent eaoiand! op Ostet RET svigntl ler 
Sataat DL9 fee tate! sab tera han vyolaletie 


: . Jowenperal 


wleimatalé—inkK cal ovipesti} incigwai? 


~ : : P sok : 
hunt) ot BTA ltiell eal be pote 
— 
F oo 
ae = iit ee) eee aa Lire ; 
A = (Reo igre SIA ATe j a 
o mi - ; -_ 
f ATI oe r 
q 7 
: af = § Oe | 
¢ a-t? iy rirvgie 7 aw a i-- fare 4 


PREFACE 


Since 2000, the tax expenditure report has been separated into two documents. 

This document, Tax Expenditures and Evaluations, is published on an annual basis. 

It provides estimates and projections for broadly defined tax expenditures as well as 
evaluations and descriptive papers addressing specific tax measures. This year’s edition 
includes a paper entitled “Marginal Effective Tax Rates on Business Investment: 
Methodology and Estimates for Canadian and US Jurisdictions.” 


The companion document, Tax Expenditures: Notes to the Estimates/Projections, was 
published in 2004. It is a reference document for readers who wish to know more about 
how the estimates and projections are calculated and who want descriptions of or 
information on the objectives of particular tax expenditures. New tax expenditures, as 
well as changes to existing tax expenditures, since last year’s report are described in 
the relevant section of this document. 


aieesnieinds vert cigs 
etaed Jars sey mo Test f 53: te 
ie a on pevtcolibireepes a natests seit 
seiecaaticah hors arwkiom «al ato 
mentees sin ts 


< sore aeee ecient 


er avalide ial eae rohan tiga HUTS AF 5 
baw@e soo equd ™ Gee hdidben eh wes Cenk ene oth Seiten ag” 

uy ho eee tx cb oath tok teleualicres: sehen Wea bimeaiiio aaa 
Ac ettibasees ag eet cern indepes 22 alypiteny WW torial ob ae nocamnolnd, 


i had ira sw fer tae. eel aunts sie 20. dat Sas (tues wh exgnar> ay flow” 
=qinob koh Ta aoose lanvetr eae 


PART 1 
TAX EXPENDITURES: 
ESTIMATES AND PROJECTIONS 
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INTRODUCTION 


The principal function of the tax system is to raise the revenues necessary to fund 
government expenditures. The amount of revenue raised is determined to a large extent 
by tax bases and tax rates. It is also a function of a range of measures—special tax rates, 
exemptions, deductions, rebates, deferrals and credits—that affect the level and 
distribution of tax. These measures are sometimes called “tax expenditures” because they 
have an impact on government revenue (i.e. they have a cost) and they reflect the policy 
choices of the Government. 


In order to determine these tax expenditures, it is necessary to establish a “benchmark” 
tax structure that applies the relevant tax rates to a broadly defined tax base— 

e.g. personal income, business income or consumption. Tax expenditures are then 
measured as deviations from this benchmark. Reasonable differences of opinion exist 
about what should be considered a normal part of the tax system and hence about what 
should be considered a tax expenditure. For example, a deduction for expenses incurred 
in earning income is generally considered as part of the benchmark and thus not as a tax 
expenditure. But, in some cases, the deduction may confer some personal benefit, making 
its classification ambiguous. 


This report takes'a broad approach and includes estimates and projections of the revenue 
loss associated with all but the most fundamental structural elements of the tax system, 
such as the progressive personal income tax rate structure. As a result, this includes not 
only measures that may reasonably be regarded as tax expenditures but also other 
measures that may be considered as part of the benchmark tax system. The latter are 
listed separately under “memorandum items.” For instance, the dividend gross-up and 
credit is listed under this heading because its purpose is to reduce or eliminate the double 
taxation of income earned by corporations and distributed to individuals through 
dividends. Also included under this heading are measures for which there may be some 
debate over whether they should be considered as tax expenditures or where data 
limitations do not permit a separation of the tax expenditure and benchmark components 
of the measure. This approach provides information on as full a range of measures 

as possible. 


Caveats 


Care must be taken in interpreting the estimates and projections of tax expenditures in 
the tables for the following reasons. 


The estimates and projections are intended to indicate the potential revenue gain 
that would be realized by removing individual tax measures. They are developed 
assuming that the underlying tax base would not be affected by removal of the 
measure. However, this is an assumption that is unlikely to be true in practice as 
the behaviour of economic agents, overall economic activity and other government 
policies could change along with the specific tax provision. 


The cost of each tax measure is determined separately, assuming that all other tax 
provisions remain unchanged. Many of the tax expenditures do, however, interact 
with each other such that the impact of several tax provisions at once cannot generally 
be calculated by adding up the estimates and projections for each provision. 


The federal and provincial income tax systems interact with each other to various 
degrees. As a result, changes to tax expenditures in the federal system may have 
consequences for provincial tax revenues. In this publication, however, any such 
provincial effects are not taken into account—that is, the tax expenditure estimates 
and projections address strictly the federal tax system and federal tax revenue. 


In the case of the harmonized sales tax in effect in Nova Scotia, New Brunswick, and 
Newfoundland and Labrador, only the federal cost of the tax expenditures is reported. 


The tax expenditure estimates and projections presented in this document are developed 
using the latest available taxation data. Revisions to the underlying data as well as 
improvements to the methodology can result in substantial changes to the value of a 
given tax expenditure in successive publications. In addition, estimates and projections 
for some tax measures, such as the half inclusion rate on capital gains, are particularly 
sensitive to economic parameters and hence may also differ significantly from one 
publication to the next. 
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WHAT?’S NEW IN THE 2005 REPORT 


A number of new tax measures have been proposed or legislated since last year’s report 
and others have been modified. These are described below. 


Personal Income Tay 


Adoption Expense Tax Credit 


Objective: This measure provides tax recognition to parents for costs that are 
unique to the decision to adopt a child. (Budget Plan, 2005) 


In order to provide tax recognition of the exceptional costs of adoption, Budget 2005 
proposed a 16% non-refundable tax credit to recognize specified adoption expenses, up 
to a maximum of $10,000. 


This measure, which applies for the 2005 and subsequent taxation years, allows adoptive 
parents to claim a range of eligible expenses such as adoption agency fees, legal 
expenses, and travel and living expenses for the child and the adoptive parents. 


Basic Personal Amount 


Budget 2005 increased the basic personal amount, the amount that all Canadians may 
earn without paying federal income tax, to $10,000 by 2009, and made corresponding 
increases to the amount for a dependent spouse or common-law partner and the 
equivalent amount for an eligible dependant. 


Child Disability Benefit 

Budget 2005 increased the maximum annual Child Disability Benefit to $2,000 from 
$1,681 per child beginning in July 2005. 

Disability Supports Deduction 


Budget 2005 proposed to expand the list of expenses eligible for the disability supports 
deduction, introduced in Budget 2004, to include costs such as job coaches, deaf-blind 
interveners and Braille note-takers. 


Disability Tax Credit 

Budget 2005 proposed a number of changes to the disability tax credit (DTC), including: 

» &xtending eligibility for the DTC to individuals who face multiple restrictions that 
together have a substantial impact on their everyday lives. 


=» Amending the DTC to ensure that more individuals requiring extensive life-sustaining 
therapy on an ongoing basis are eligible. 


Medical Expense Tax Credit 


Budget 2005 proposed to double the maximum amount of medical and disability-related 
expenses that can be claimed by caregivers to $10,000 from $5,000. 


Non-Taxation of Veterans’ Income Support Benefit 


Objective: The provision recognizes that these benefits provide a basic level of 
support to veterans. 


Beginning in 2006, as part of the modernization package for Canadian Forces veterans 
and their families, veterans may be eligible to receive the Canadian Forces Income 
Support Benefit. This tax-free benefit provides income support to those who have 
completed rehabilitation and are able to work, but who have not yet found employment. 


Non-Taxation of the Veterans’ Disability Award 


Objective: The provision recognizes that these benefits compensate for the 
non-economic effects of a veteran’s service-related disability. 


Beginning in 2006, as part of the modernization package for Canadian Forces veterans 
and their families, veterans may be eligible to receive a tax-free lump-sum Disability 
Award payment. This compensates Canadian Forces veterans for the non-economic 
effects of a service-related disability, such as pain and suffering, functional loss, and the 
loss of enjoyment of life. It will replace the current veterans’ Disability Pension for those 
with new service-related disabilities. 


Refundable Medical Expense Supplement 


Budget 2005 increased the maximum amount of the refundable medical expense 
supplement to $750 from $571 per year. 


Registered Pension Plan and Registered Retirement Savings Plan Limits 


Budget 2005 increased the limits for registered pension plans (RPPs), registered 
retirement savings plans (RRSPs) and deferred profit sharing plans (DPSPs) as follows: 


= The money purchase RPP annual contribution limit will be increased to $19,000 for 
2006, $20,000 for 2007, $21,000 for 2008 and $22,000 for 2009. Corresponding 
increases will be made to the maximum pension limit for defined benefit RPPs, 
bringing it to $2,111 for 2006, $2,222 for 2007, $2,333 for 2008 and $2,444 for 2009. 


= Because RPP limits are based on current year earnings while RRSP limits are based 
on prior year earnings, the RRSP limits are lagged one year behind the corresponding 
RPP limits. Accordingly, the RRSP annual contribution limit will be increased to 
$19,000 for 2007, $20,000 for 2008, $21,000 for 2009 and $22,000 for 2010. 


s The DPSP limit will remain at one-half of the money purchase RPP limit. 

« The limits will be indexed to average wage growth, starting in 2010 for RPPs and 
DPSPs, and in 2011 for RRSPs. 

Corporate Income Tax 


Deferral of Tax on Patronage Dividends Paid by Agricultural Cooperatives 


In order to improve the capitalization of agricultural cooperatives, Budget 2005 proposed 
a measure to allow members of agricultural cooperatives to defer paying tax on patronage 
dividends they receive in the form of shares until the shares are disposed of. 


Objective: Agricultural cooperative corporations play an important role in rural 
communities. To aid their capitalization, Budget 2005 proposed to allow 
members of such cooperatives to defer paying tax on patronage dividends paid 
to them in the form of eligible shares rather than as cash distributions. 

(Budget Plan, 2005) 


J 


Cooperatives can distribute earnings to their members in the form of patronage dividends, 
which are paid in proportion to the amount of business the member has undertaken with 
the cooperative. In computing its income, a cooperative may deduct patronage dividends 
paid to its members. Accordingly, income paid out in the form of patronage dividends is 
not subject to tax at the cooperative level. Patronage dividends received by a member, 
other than those received in respect of consumer goods and services, are included in the 
recipient’s income and are taxable in the year they are received. 


This measure permits eligible members of eligible agricultural cooperatives to defer the 
inclusion in income of all or a portion of any patronage dividend received as an eligible 
share until the disposition (or deemed disposition) of the share. Eligible shares must be 
issued after 2005 and before 2016. 


This measure is considered a tax expenditure because it constitutes a departure from 

the benchmark system by allowing members of eligible agricultural cooperatives to defer 
the inclusion in income of patronage dividends received in the form of shares until the 
disposition (or deemed disposition) while other patronage dividends are usually included 
in the recipient’s income and are taxable in the year they are received. 


Goods and Services Tax 


Expanded Goods and Services Tax/ 
Harmonized Sales Tax Health Care Rebate 


Public hospitals are entitled to an 83% rebate of the goods and services tax (GST) and 
the federal portion of the harmonized sales tax (HST) that they pay on purchases used to 
provide exempt health care services. The 2005 budget announced the extension of the 
application of the 83% rebate to eligible charities and non-profit organizations in respect 
of the GST and federal component of the HST paid on purchases related to their health 
care services that are similar to those traditionally performed in hospitals. Further, 
eligible entities—including public hospitals—that incur substantially all of their 
GST/HST on goods and services for use in respect of the supply of health care services 
now qualify for the 83% rebate on all of their GST and the federal component of the HST 
that they incur. These measures have been legislated and are effective January 1, 2005. 


THE TAX EXPENDITURES 


Tables | to 3 provide tax expenditure values for personal income tax, corporate income 
tax and the goods and services tax for the years 2000 to 2007. 


Estimates and projections are developed using the methodology set out in Chapter | of 
Tax Expenditures: Notes to the Estimates/Projections (2004).' The economic variables 
used to develop the estimates and projections are based on the private sector average 
forecast presented in the February 2005 budget. 


The tax expenditures are grouped according to functional categories. This grouping is 
provided solely for presentational purposes and is not intended to reflect underlying 
policy considerations. 


All estimates and projections are reported in millions of dollars. The letter “S” indicates 
that the cost is less than $2.5 million, “n.a.” signifies that data is not available to support 
a meaningful estimate/projection, and a dash means that the tax expenditure is not in 
effect. The inclusion in the report of items for which estimates and projections are not 
available is warranted given that the report is designed to provide information on 
measures included in the tax system even if it is not always possible to provide their 
revenue impacts. 


Work is continuing to obtain quantitative estimates and projections where possible. 

For example, in previous years, data limitations prevented the split between the scientific 
research and experimental development and Atlantic investment tax credit of investment 
tax credits claimed in the current year but earned in prior years (carry-forwards) as well 
as investment tax credits earned in the current year but applied against prior years’ taxes 
(carry-backs). With the availability of new data, it is now possible to provide an estimate 
of the cost of these carry-forwards and carry-backs. As a result, the total cost of each of 
these measures can now be provided more accurately. 


' Available on the Department of Finance Canada website at www.fin.gc.ca. 
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PART 2 
EVALUATION REPORT 


MARGINAL EFFECTIVE TAX RATES 
ON BUSINESS INVESTMENT: 
METHODOLOGY AND ESTIMATES 
FOR CANADIAN AND US JURISDICTIONS 
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INTRODUCTION 


The decision to invest is highly sensitive to the rate of return generated by the asset. 
Taxes imposed on businesses affect the rate of return and hence the amount of investment 
undertaken. While the statutory corporate income tax rate is a key indicator of how the 
tax system is affecting investment, it does not paint a complete picture. The effective tax 
rate on investment can be different because of deductions and credits available through 
the corporate income tax system as well as other taxes paid by corporations, such as 
capital taxes. 


These considerations have led to the development of what are known as marginal 
effective tax rates (METRs) in order to provide a comprehensive indicator of the impact 
of the corporate tax system on the decision to invest. METRs can also give a perspective 
on how the tax system is affecting the allocation of investment by type of asset and by 
industry. Finally, a comparison of METRs in various jurisdictions provides an indicator 
of how taxes are affecting the distribution of investment within Canada and of the 
international competitiveness of the Canadian tax system. 


Since 2000, the federal government has substantially reduced taxes on business 
investment while improving the tax structure. The motivation for these tax reductions has 
been to increase investment and productivity and ultimately raise incomes and living 
standards of Canadians. 


In a globalized economy, the impact of tax reductions on internationally mobile capital is 
a key determinant of their effectiveness. Implemented and planned tax reductions would 
result in a combined federal-provincial-territorial statutory tax rate that is considerably 
lower than its US equivalent by 2010. But when all elements of the tax system are taken 
into consideration, the Canadian advantage narrows significantly. In addition, the overall 
advantage hides large differences across jurisdictions in both countries, making it more 
difficult to assess the overall impact of the corporate tax system on competitiveness. 


Recent federal tax policy initiatives have improved the tax structure by: 


= Eliminating the federal capital tax, which is a particularly harmful way to 
raise tax revenue. 
= Applying the same rate of corporate income tax to all sectors. 
= Aligning capital cost allowances with useful lives for selected assets. 
The analysis undertaken in this study indicates, however, that variations remain in the tax 


burden on new investment across jurisdictions, assets and industries. These variations can 
distort investment choices, which harms economic performance. 
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MARGINAL EFFECTIVE TAX RATES—METHODOLOGY 


A marginal effective tax rate is a forward-looking indicator of the tax burden on new 
investment. It includes not only the statutory tax rate but also deductions and credits 
associated with purchasing capital goods (e.g. interest expense and capital cost 
allowance) and other taxes paid by corporations, such as capital taxes. A METR 
measures the extra return on an investment required to pay corporate-level taxes, 
expressed as a percentage of the total return on the investment. ' 


Tax Parameters 
The METRs presented in this study capture the following elements of the tax system: 


a Statutory income tax rates. a Research and development (R&D) tax incentives. 
a Interest deductibility. = Investment tax credits. 
a Capital cost allowances. = Capital taxes. 


= Inventory accounting methods. 1m Retail sales taxes on capital goods. 


The METRs exclude property taxes and other business taxes imposed by municipal 
governments.” The main reason for their exclusion is that part of local taxes represents a 
fee for services received, but data limitations preclude determination of the 
fee-for-service element. 


Most of the items listed above are well-known elements of the tax system, but some 
background information on capital cost allowances, inventory accounting and retail sales 
taxes is helpful in understanding their impact on METRs. 


' A detailed description of the METR methodology is available in Patry, A. and D. Lemay, “Marginal 
Effective Tax Rates for Canadian and US Jurisdictions: Methodology and Estimates,” Department of 
Finance Canada Working Paper, forthcoming. The pioneering work on Canadian METRs is presented in: 
Boadway, R., N. Bruce, and J. Mintz (1984), “Taxation, Inflation, and the Effective Marginal Tax Rate 
on Capital in Canada,” Canadian Journal of Economics, vol. 17, p. 262-79. The methodology and 
estimates are also discussed in McKenzie, K., M. Mansour, and A. Brilé (1998), “The Calculation of 
Marginal Effective Tax Rates,” Working Paper 97-15, prepared for the Technical Committee on 
Business Taxation, Department of Finance Canada; Jung, J., “The Calculation of Marginal Effective 
Corporate Tax Rates in the 1987 White Paper on Tax Reform,” Working Paper 89-6, Department of 
Finance Canada. 

In contrast to Canada, municipalities in some US states impose sales taxes or corporate income taxes as 
well as broad-based property taxes. This is an issue in at least nine states, including California, 

New York and Pennsylvania. The amount of revenue raised appears, however, to be small relative to 
total corporate taxes imposed by the federal and state governments. 


tO 
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Capital cost allowance (CCA) is a deduction for tax purposes that recognizes the annual 
expense resulting from the depreciation of a capital asset over its useful life. CCA rates 
will therefore have an impact on the METR only to the extent that they do not accurately 
reflect the useful lives of assets. In the METR model, the useful lives of assets are 
approximated by economic depreciation rates developed by Statistics Canada. 


The choice of inventory accounting methods can influence tax liabilities. There is usually 
a lag between when goods are produced and when they are sold. Under first-in, 

first-out (FIFO) accounting, the cost of goods sold is determined by the cost of the oldest 
inventory item, i.e. the first in. As a result, in an inflationary environment, company 
profits and taxable income are higher than if the cost of goods sold were determined by 
current production costs, which would be well approximated by the last item placed in 
inventory, as it is in the last-in, first-out (LIFO) inventory accounting convention. This 
difference in taxable income results in a higher METR under FIFO accounting than under 
LIFO. Firms are permitted to use LIFO accounting for tax purposes in the US but not 

in Canada. 


Retail sales taxes are imposed not only on consumer spending but also on intermediate 
materials and capital goods used by businesses. Most retail sales tax structures provide 
some exemptions for capital goods, particularly for machinery and equipment. 
Nevertheless, the effective retail sales tax rate on capital inputs was about half of the 
nominal rate in both Canada and the US in 2000. As a result, retail sales taxes have a 
substantial impact on the METR on capital. In contrast, under value-added taxes (such as 
the goods and services tax/harmonized sales tax and the Quebec sales tax) the effective 
tax rate on capital goods is virtually zero.” 


The federal, provincial and territorial tax parameters used in the model are presented in 
Annex A and their US counterparts are presented in Annex B. 


Economic Assumptions and Caveats 


Calculation of METRs also requires making assumptions about the financial cost of 
capital and a number of other economic variables. The financial cost of capital is a 
weighted average of the return on debt and equity paid by firms. The weights are 
determined by the economy-wide debt-equity ratio of approximately two-thirds. The 
returns on debt and equity are measured in real terms (i.e. observed returns are reduced 
by the inflation rate, assumed to be 2%) and adjusted for risk. The adjustment for risk 
recognizes that suppliers of capital require a premium for investing in riskier assets, but 
in the long run expect to obtain the same real, risk-adjusted rate of return on all 


* The only exceptions to the zero-tax status of capital goods are road vehicles less than 3,000 kg. used by 
business in Quebec. 


investments.’ Note that these economic assumptions are used to develop estimates for 
both Canada and the US in order to restrict Canada-US comparisons to differences in the 
tax systems in the two countries. That is, the comparisons examine the impact of applying 
the Canadian and US corporate tax systems to the same investment in Canada. 


While METRs are the most comprehensive measure of the impact of corporate taxes on 
the rate of return and hence the decision to invest, they do have two important limitations. 


es METRs are calculated on the assumption that a taxable firm makes an investment 
that is small relative to its ongoing operations. As a result, the firm can always apply 
the deductions and credits earned on a new investment against taxable income earned 
on earlier investments. Start-ups and firms suffering periodic losses face a higher 
effective tax rate over the life of the investment to the extent that they cannot make 
immediate use of deductions and credits. 


= The investment is assumed to earn just enough to pay suppliers of financial capital 
the minimum rate of return. It is assumed that a firm will only undertake investments 
that are expected to generate at least enough income (net of wages and other direct 
production costs and depreciation) to pay for the financial cost of capital and taxes. 
Projects that are expected to exceed this hurdle rate will be undertaken first, and the 
expected return on the last, or marginal, project carried out will be exactly equal to 
the financial cost of capital plus a provision for taxes. Firms investing with the 
expectation of earning more than the minimum rate of return would be particularly 
concerned about the statutory rate, since all income above the minimum return 1s 
taxed at the statutory rate. 


The METRs presented in this study exclude mining and the extraction of oil and natural 
gas as well as financial institutions.’ In addition, the aggregate estimates exclude the 
impact of R&D tax incentives since a relatively small number of firms receive most of 
the benefits. R&D incentives are discussed in the context of their impact on METRs in 
industries that invest intensively in R&D. Finally, the estimates apply to large firms only. 


The risk-free rate of return on debt is assumed to be 6%, which is the average return on Government of 
Canada 10-year bonds over the 10-year period ending in 2004. The risk-free return on equity is not 
observed in the marketplace. It can however, be estimated by imposing the long-run condition that the 
return on debt and equity, net of personal taxes, be equal and then calculating the implicit gross-of-tax 
return on equity. Average personal tax rates of 24.9% on bonds and 16.2% on equity (dividends plus the 
effective rate on capital gains), along with 6% return on debt, imply a gross-of-tax risk-adjusted return on 
equity of 5.4%. Given a 60% share for equity financing, the weighted average return to suppliers of 
financial capital is 5.6% in nominal terms and 3.6% in real terms. 

Modelling natural resource industries and financial institutions raises a number of unique issues that are 
still under review. The estimates will be made public when this review is complete. 
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Measuring the Competitiveness of a Tax System 


The statutory tax rate on corporate income is often used as an indicator of how the tax 
system is contributing to retaining and attracting internationally mobile capital. It is 
readily available for international comparisons, highly visible and easily understood. 
In addition, comparisons of statutory rates provide a key measure of the incentive for 
multinational enterprises to shift taxable income across international boundaries. 


The marginal effective tax rate combines in a single measure the key elements of the 
overall corporate tax structure, including the statutory tax rate that applies on corporate 
income, factors that affect the tax base such as capital cost allowances, and 
profit-insensitive taxes such as capital and sales taxes. As a result, it is a more 
comprehensive indicator of tax competitiveness than the statutory rate. 


There are, however, circumstances in which the statutory rate is a more relevant 
indicator of competitiveness. A key assumption underlying the METR calculations is 
that the investment has an expected rate of return, adjusted for risk and inflation, equal 
to the minimum return required by the suppliers of financial capital. While this appears 
to be a reasonable assumption for firms already active in the Canadian market, it has 
been argued that foreign direct investment generates rates of return that are above the 
minimum required rate. As noted in the text, firms investing with the expectation of 
earning substantially more than the minimum return would be particularly sensitive to 
differences in statutory rates. 


These considerations suggest that it is important to consider both the statutory rate and 
the marginal effective tax rate when assessing the competitiveness of a tax system. 


EVOLUTION OF THE NATIONAL METR IN CANADA 


In 2000, the combined federal-provincial-territorial effective tax rate on a typical 
marginal investment by a large firm was estimated to be approximately 45°% (Chart 1). 
Policy decisions since 2000, together with those proposed in the 2005 federal budget, 
would have the effect of reducing the METR at the end of the federal government’s 
five-year planning horizon in 2010 by about a quarter, to just under 33%. Federal 
initiatives would reduce the METR by 9.7 percentage points, which amounts to 80% 
of the total decline from 2000 to 2010. The statutory tax rate reductions proposed in 
Budget 2005 would contribute 2.4 percentage points to the decline in the METR. 


Chart 1 
Impact of Recent Corporate Tax Reductions 
on the Canadian METR* 
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* Excluding resource industries, financial institutions and R&D assets. 
** Corporate income tax. 
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Since 2000, the federal government has: 


Reduced the general corporate income tax rate from 28% to 21% and applied the 
general rate to all sources of income earned by large firms (phased in by 2007 
for resource income). 


Legislated the elimination of the capital tax, which will be phased out by 2008. 


Aligned CCA rates with useful lives for a number of assets, in particular computers 
as well as broadband, Internet and other data network infrastructure equipment. 


In Budget 2005, the federal government proposed a reduction in the general corporate 
income tax rate of a further 2 percentage points to 19% in 2010 and the elimination of 
the 4% corporate income surtax (equivalent to a 1.12-percentage-point reduction in 
the general rate) in 2008. 


Key tax reduction initiatives at the provincial level have been:° 


A 50% reduction in Ontario’s capital tax by 2010 and elimination By 


A 50% reduction in Quebec’s capital tax, financed by a 3-percentage-point increase 
in the statutory corporate income tax rate. 


The elimination of British Columbia’s capital tax. 


Reductions in statutory corporate income tax rates in Alberta and New Brunswick 
(4 percentage points) and in British Columbia and Manitoba (3 percentage points). 


As a result of these initiatives, the structure of taxation in Canada will improve 
substantially by 2010. Capital taxes, which are a particularly damaging way to raise 
revenues,’ will add 2 percentage points to the national METR in 2010, down from 
6.4 percentage points in 2000 (Chart 2).* Note also that the federal corporate income 
tax METR will decline by a third from 2000 to 2010. 


6 


Mesures proposed after September 15, 2005, are not included. 


” See “Taxation and Economic Efficiency: Results From a General Equilibrium Model,” Tax Expenditures 


and Evaluations, 2004, Department of Finance Canada. 


* Since no substantial changes to provincial retail sales taxes on capital goods are expected over 


the 2000-2010 period, they become a larger share of the total tax burden. 
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Chart 2 
Decomposition of Canadian METR 
in 2000 and 2010* 
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CANADA-US COMPARISON 


The statutory rate reductions implemented since 2000, coupled with the proposed 
reductions announced in Budget 2005, would give Canada a 6.2-percentage-point 
advantage over the US by 2010 (Table 1). METR calculations show that Canada’s 
advantage is reduced to about 2 percentage points when the effect of other elements 

of the tax system on business investment is factored in? (Chart 3). Canada’s statutory 
rate advantage is eroded by other elements of the corporate tax system, notably 
provincial/state capital taxes, investment tax credits and inventory accounting practices. 
Note also that the Canadian statutory tax rate advantage is reduced by interest 
deductibility, since deductibility is worth more in the US given the higher statutory 

tax rate. 


Table | 
Statutory Tax Rates on Corporate Income—Canada and 
the US Combined Federal/Provincial/Territorial-State 


Difference 
Canada US (Canada-US) 
(%) (% pts) 

2000 

General income 43.4 39.4 4.] 
Manufacturing 34.7 39.4 -4.7 
Combined 39:5 39.4 0.1 
2010 

General income 322 39.4 -7.1 
Manufacturing 2 36.5 -5.3 
Combined 31.9 38.0 -6.2 


In both countries, capital cost allowances are, on average, somewhat higher than 
warranted by the useful lives of assets, thereby putting downward pressure on the 
METR." This effect is slightly more pronounced in the US than in Canada, which causes 
an erosion of 0.4 percentage points in Canada’s statutory rate advantage. 


As discussed earlier, firms are permitted to use LIFO inventory accounting for tax 
purposes in the US but not in Canada. Survey information indicates, however, that 
LIFO inventory accounting is used by less than half of US firms, in part because only 
taxable firms experiencing rising inventory values can reduce tax liabilities by adopting 
LIFO inventory accounting. Further, there are disadvantages associated with switching 
accounting methods, so a potential reduction in taxable income may not be sufficient to 


’ Recall that Canadian economic assumptions are used to develop METRs for both the US and Canada. 
’ This comparison does not include the impact of inflation on the real value of CCA. 
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induce firms to adopt LIFO accounting.'' In the absence of solid information on the use 
of LIFO accounting, the estimates in this study are based on the somewhat arbitrary 
assumption that half of taxable US firms use LIFO. As a result, the increased flexibility 
in inventory accounting gives the US an METR advantage of 0.9 percentage point. 


Chart 3 
Decomposition of the METR on Business Investment* 
(% Point Contribution to the Canada-US Gap in 2010) 
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* Excluding resource industries, financial institutions and R&D assets. 


'' A survey of 600 large publicly traded firms conducted by the American Institute of Certified Public 
Accountants (AICPA) indicates that the share of firms using LIFO accounting for some or all of their 
inventories declined from 47% in 2000 to 42% in 2003. Less than 4% of firms in the sample used LIFO 
exclusively while 14% used LIFO for less than 50% of inventories on average over the 2000 to 2003 
period. See AICPA, Accounting Trends and Techniques, 58" edition, 2004, p. 177. For a discussion of 
reasons why firms choose particular inventory accounting methods, see Cushing, Barry E. and 
Marc J. Leclere, “Evidence on the Determinants of Inventory Accounting Policy Choice,” The 
Accounting Review (April 1992), p. 355-66. Reasons cited by taxable firms for choosing FIFO (or 
average cost) over LIFO include concerns about reporting lower net income and a lower value of 
inventories on the balance sheet; declining inventories from either price or volume effects; and higher 
bookkeeping costs. 
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In Canada, five provincial governments impose capital taxes, while in the US about 
one-third of the states have capital taxes. As a result, capital taxes subtract 1.4 percentage 
points from Canada’s statutory rate advantage in 2010.'° 


Almost all US states impose retail sales taxes that affect the price of capital goods, while 
only five Canadian provinces do so. Although sales taxes add to the Canadian advantage 
overall, they put the five provinces that levy retail sales taxes at a disadvantage relative to 
most US states—the average effective sales tax rate on capital goods is 3.5% in the 

five Canadian provinces compared to 2.8% on average in the US. 


In Canada, investment tax credits (ITCs) offered by the federal government (the Atlantic 
investment tax credit) and by Saskatchewan, Manitoba and Prince Edward Island reduce 
the national METR by 0.9 percentage points. In the US, 19 states offer ITCs,'* which 
reduce the US national METR by 1.5 percentage points. 


US tax reductions since 2000 have played only a minor role in reducing Canada’s 
statutory rate advantage. While the US did introduce temporary increases in tax 
depreciation, the only permanent change has been a 3.1 5-percentage-point reduction in 
the tax rate on manufacturing and processing income, which will reduce the US overall 
METR by 1.1 percentage points by 2010. 


The statutory income tax rate reductions proposed in the 2005 federal budget would make 
a substantial contribution to the improvement in Canada’s competitive position. In the 
absence of these reductions, Canada’s 1.9-percentage-point advantage would be 
transformed into a slight disadvantage (see box below). 


° Elimination of Ontario’s capital tax in 2012 will narrow this gap to roughly 0.5 percentage points. 
3 ITCs designed to promote regional development within a state are not included. 


Nn 


Planned Policy Changes Would Create a Canadian Advantage 


Planned corporate tax reductions would establish a Canadian METR advantage 
by 2010 (see chart). Legislated and proposed policy initiatives are projected to reduce 
the Canadian METR by 5.1 percentage points from 2005 to 2010. 


= At the federal level, completing the phase-out of the capital tax by 2008 and 
implementing the tax cuts in Budget 2005 would trim 4.2 percentage points from 
the METR by 2010. 


= At the provincial level, Ontario’s decision to halve its capital tax by 2010 (and 
eliminate it by 2012) would subtract 0.7 percentage points from the METR while 
Quebec legislation reducing its capital tax by 50% (and making up the revenue 
loss through a higher corporate income tax rate) would cause the national METR 
to fall 0.2 percentage points by 2010. 


The US METR is projected to decline 0.7 percentage points from 2005 to 2010, when 

a 3.15-percentage-point reduction in the federal tax rate on manufacturing and processing 
income is fully implemented. The net impact of planned tax reductions would therefore 
be to change a 2.4-percentage-point Canadian disadvantage in 2005 to a 
1.9-percentage-point Canadian advantage in 2010. 


Canadian and US METRs in 2005 and 2010 
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ESTIMATES BY ASSET AND SECTOR 


There is substantial variation in METRs for the major asset groupings (machinery and 
equipment (M&E), non-residential buildings, engineering structures and inventories) 
under the US tax system, but the variance is much less pronounced in Canada (Chart 4). 
In the US, the highest effective rate is on buildings, reflecting a large gap between tax 
and economic depreciation rates. M&E is subject to substantially higher taxation via sales 
taxes than buildings and engineering assets. This non-neutral treatment distorts the 
composition of investment, which harms economic efficiency. The relative uniformity of 
effective tax rates in Canada reflects the net outcome of several factors: differences in the 
extent of accelerated depreciation, which raises the METR for buildings; retail sales taxes 
that fall disproportionately on M&E; and the absence of LIFO inventory accounting. 


Chart 4 
Canadian and US METRs by Asset in 2010* 
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Since asset use is not the same across industries, the differences in effective tax rates by 
asset contribute to the substantial variability in METRs by industry observed for both 
countries (Chart 5). Other factors contributing to sectoral variability of METRs include: 


= Special CCA rates for M&E used in Canadian manufacturing. 


=» Low tax rates on manufacturing income offered by sub-national jurisdictions in 
Canada and both levels of government in the US. 


a Industry-specific sales tax exemptions. 


Chart 5 
Canadian and US METRs by Industry in 2010* 
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“Excluding resource industries, financial institutions and R&D assets. 


Tax competitiveness in manufacturing is often a particular concern since a substantial 
portion of both international trade and foreign direct investment occur in that sector. 
This concern may, however, be overstated given the strong linkages between 
manufacturing and a wide range of service industries, as manufacturers work with 
designers, software companies and other service sector firms to bring products to market. 
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With these linkages and the benefits of avoiding tax-induced distortions in mind, the 
federal government’s approach to tax competitiveness is to provide low, common 
income tax rates for firms in all sectors while improving the tax structure by, for 
example, eliminating the particularly damaging capital tax. This approach was evident 
in the Government’s proposal in Budget 2005 to implement further broad-based 
statutory rate reductions in response to the US tax reduction for manufacturing and 
processing industries. 


As in the case of the aggregate METR, Canada’s statutory tax rate advantage in 
manufacturing is eroded by provincial/state capital taxes, less generous investment tax 
credits and the absence of LIFO accounting. Canada’s advantage in manufacturing 
METRs widens when R&D incentives are included'* (Chart 6). But as stated earlier, most 
of these incentives are received by a relatively small number of firms operating in a 
narrow range of manufacturing industries. 


Chart 6 
Canada-US METRs for Manufacturing in 2010 
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In recognition of the substantial spillovers on the rest of the economy, investment in 
R&D is subsidized by the tax system (as indicated by significant negative METRs on 
R&D in Table 2)'° in Canada and the US. In particular, labour and other current 
expenditures, which together represent much of the R&D asset, are eligible for an 

R&D tax credit in both countries. The net tax subsidy is much larger in Canada largely 
because the investment tax credits in the US are generally limited to current expenditures 
exceeding a firm-specific base amount, whereas the credits apply to all current and 
capital R&D expenditures in Canada. In addition, all Canadian jurisdictions except 
Quebec allow the immediate write-off of capital assets (except buildings) purchased in 
order to undertake R&D while normal tax depreciation schedules apply in the US. Note, 
however, that purchases of eligible tangible capital account for less than 10% of 

R&D expenses. The substantial subsidy provided to R&D results in a negative total 
METR for R&D intensive industries in Canada and a total METR for these industries 
that is less than half the rate in other manufacturing industries in the US (Chart 6). 

The impact of procurement policies and government grants on R&D is not included in 
this comparison. 


Table 2 
Canada and US METRs for R&D Intensive Industries 
Difference 
Canada US (Canada-US) 
(%) (% pts) 
METRs 
Total assets -3.4 11.4 -14.8 
Tangible assets Bib. 7 29.8 ee) 
R&D -53.7 -17.0 -36.7 


'° The METR is not calculated in the same way for R&D assets as for other capital assets. The reason for 
the difference is that R&D is an asset produced, not purchased, by firms. R&D is undertaken using 
labour (researchers), capital (scientific equipment and buildings) and current expenditures on such items 
as heating and lighting. The tax treatment of all three inputs determines the METR on R&D. In the 
absence of any tax incentives, the METR on R&D labour and other current expenses is zero since they 
are deductible expenses, and the METR on R&D capital is similar to that on other purchased capital 
assets. The tax credit payable on labour and other current expenditures results in negative METRs for 
these inputs. In Canada, the combination of tax credits and immediate deductibility results in a negative 
METR for capital costs as well. 
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SENSITIVITY ASSESSMENT 


The METR estimates for Canada and the US presented above are developed from a 
common set of assumptions about inflation, the financial structure of firms, the required 
rate of return on investment, and the useful lives of assets. Assumptions must also be 
made about how best to model the impact or utilization of various tax measures in the 
two countries. 


Changes in the common assumptions will affect Canada-US comparisons because they 
interact with the tax system. Differences in statutory rates play a particularly important 
role in this context. For example, a lower required rate of return would decrease tax 
payable in both countries, but relatively more in the US because of a higher statutory rate. 
As a result, the Canadian advantage declines slightly to 1.5 percentage points with a 
|-percentage-point decrease in the required rate of return (Chart 7). Similarly, the 
deductibility of interest expense reduces the after-tax cost of debt financing, so a decrease 
in the share of debt relative to equity would increase the METR in both countries, but 
relatively more in the US because of the higher statutory rate. With 100% equity 
financing, which is an assumption often used by firms to assess specific projects, '° 
Canada would have a more substantial advantage over the US (Chart 7). 


The financial cost of capital to firms is calculated assuming that Canadian personal taxes 
affect the required return to savers.'’ Given the global nature of capital markets, however, 
it could be argued that the marginal supplier of financial capital to Canadian firms is a 
foreign saver, such as a taxable individual from the US. The relationship between the 
personal tax rate on interest and the rate on equity in the US is, however, quite similar to 
that in Canada, so there would be little impact on the required return to suppliers of 
financial capital from making this change. Given the large pool of capital held in 
tax-exempt accounts (pension funds and registered retirement savings plans), it would 
also be plausible to assume that the marginal supplier is non-taxable. Making such an 
assumption would increase the rate of return and, as indicated in the previous paragraph, 
slightly widen the Canada-US advantage (Chart 7). 


© Project analysis differs from the METR framework in two other important respects. First, required rates 
of return are typically not adjusted for risk. Second, the project is a stand-alone investment, so the entity 
undertaking it cannot take immediate advantage of all deductions and credits during the early years of 
operation, when profits are non-existent or low. This increases the effective tax rate on the project 
relative to the METR framework, which assumes the investment is small relative to the ongoing 
operations of the firm. 

'’ More precisely, the relationship between taxes on interest income and equity determines the relationship 
between the gross-of-tax rates of return on bonds and equity. See footnote 4. 
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Chart 7 
Canadian METR Advantage/Sensitivity Analysis* 
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* Excluding resource industries, financial institutions and R&D assets. 


Changes in the inflation rate have more complex interactions with the tax system. Higher 
inflation causes nominal interest rates to rise, which lowers the METR in both countries 
(but relatively more in the US) through the impact on interest deductibility.'* Higher 
inflation also reduces the real value of CCA, which is specified in nominal terms, thereby 
boosting the METR. The net effect arising from interest deductibility and CCA expressed 
in nominal terms is a small rise in the METR in both countries, but the absence of 

LIFO accounting puts additional upward pressure on the METR in Canada, causing the 
Canada-US gap to edge down (Chart 7). 


The METR estimates are sensitive to the gap between CCA rates and useful lives, which 


are approximated in the model by economic depreciation rates provided by Statistics 
Canada. Based on the official Statistics Canada estimates, CCA rates in both Canada and 


'S Note that higher inflation does not directly affect the required real return on financial capital. 
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the US are on average more than adequate to reflect useful lives. These depreciation rates 
are, in part, based on analytical work undertaken in the 1980s and hence do not reflect 
recent developments.’” 


Statistics Canada therefore launched a review of economic depreciation rates in order to 
make use of more recent data gathered by the agency. Analysis undertaken to date 
strongly suggests that the official economic depreciation rates are too low, which means 
that useful lives of assets are overstated.”” While these updated results are preliminary, 
further revisions are likely to be small compared to the observed increase relative to the 
current official estimates. As a result, the METRs reported in this study are based on the 
preliminary updated estimates of economic depreciation rather than the official estimates. 
The revised rates raise the Canadian METR by 11 percentage points”! and result in much 
more uniform METRs across assets (Chart 8). Note that CCA rates remain, on average, 
adequate to reflect useful lives. 


The provisions of the alternative minimum tax (AMT) may also affect the US estimates. 
The METR methodology assumes that firms are able to make immediate use of all 
deductions and credits related to capital investment; but in some cases the AMT will 
cause firms to delay using deductions and credits, thereby reducing their value and 
increasing the effective tax rate.°* The AMT affects firms that control a material portion 
of the capital stock, but these firms are subject to the AMT for only a short period of 
time, which would result in a relatively small impact on the effective tax rate. 


' A case in point is the depreciation rate for computers. The official Statistics Canada data indicate that the 
depreciation rate for computers is 30%, which implies a useful life of approximately seven years. There 
is, however, widespread recognition that useful lives of computers are substantially shorter. Budget 2004 
therefore increased the CCA rate on computers to 45%, which is broadly consistent with a useful life 
of five years. 

*° See Gellatly, G., M. Tanguay, and Y. Beiling (2002), “An Alternative Methodology for Estimating 
Economic Depreciation: New Results Using a Survival Model,” Productivity Growth in Canada, 
Statistics Canada, Cat. #15-204-XPE; Tanguay, M. (2005), “Linking Physical and Economic 
Depreciation: A Joint Density Approach”; and Patry, A. (2005), “Economic Depreciation and 
Retirements of Canadian Assets: A Comprehensive Empirical Study,” Statistics Canada Working Paper, 
forthcoming. 

*' The rise in the US METR is somewhat greater. The increase in economic depreciation (net of CCA) 
raises the required return, which has a bigger impact on the METR given the higher statutory tax rate 
in the US. 

** More precisely, the AMT may cause firms either to pay more than their regular tax liability, for which 
they will obtain a credit against future tax liabilities, or to delay claiming deductions and credits when 
determining their “regular” tax liabilities. 

~* Firms affected by the AMT are estimated to have accounted for about a quarter of all corporate assets in 
1998, down from almost 50% of corporate assets in 1990. The duration on the AMT was, however, no 
more than two years for about half of affected firms over the 1993-98 period. See Carlson, Curtis P., 
“Who Pays the Corporate Alternative Minimum Tax? Results from Panel Data for 1987-98,” National 
Tax Association Proceedings, 94" Annual Conference on Taxation (p. 349-356). 


Chart 8 
impact of Updated Depreciation Rates on Canadian METRs* 
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Sensitivity Analysis: Summary 


METR estimates are sensitive to the assumptions made about: 


w» Economic variables such as the inflation rate. 


w ‘The financial structure of the firm, particularly the extent of debt financing 
or leverage. 


= ‘The real rate of return earned on the marginal project. 
a The best way to model the impact or utilization of the various tax measures in the 
two countries. 


As a result, the METRs presented in this paper should be viewed as reasonable estimates 
within a range of possible values. 
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ESTIMATES FOR PROVINCES, TERRITORIES AND STATES 


METRs are highly variable across jurisdictions in Canada, ranging from approximately 
14% to almost 40% (Chart 9). Investment tax credits are important in the 

Atlantic provinces, reflecting the federal Atlantic investment tax credit (AITC) as well as 
an additional ITC provided by Prince Edward Island.”* The federal corporate income tax 
METR is not the same in all jurisdictions, even excluding the AITC, due to differences in 
the composition of investment, while the variance in the provincial income tax METR 
reflects differences in tax rates. Capital taxes and sales taxes on capital inputs add 
considerably to variability across jurisdictions. Note that the METR in Ontario will 
decline by 2 percentage points in 2012 when the phased elimination of the provincial 
capital tax is completed. 


Chart 9 
Decomposition of Provincial and Territorial METRs* in 2010 
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* Excluding resource industries, financial institutions and R&D assets. 
™ The federal corporate income tax METR is negative due to the Atlantic investment tax credit 
and a high share of eligible sectors in New Brunswick compared to other Atlantic provinces. 


* ITCs have a large impact on METRs, even when set at an ostensibly low rate of 5% or 10%. The 
explanation is that the credit provides an upfront benefit based on the purchase price of a capital good, 
while tax liabilities are related to the profits generated by the asset, which generally amount to a small 
fraction of the purchase price. 
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The manufacturing METR in most jurisdictions is below the US average (Chart 10). 
Investment tax credits are generally restricted to manufacturing and natural resource 
industries, so they have a dramatic impact on tax competitiveness: the federal AITC 
reduces the manufacturing METR in Atlantic Canada by 30 percentage points on average 
while Manitoba’s ITC trims the METR almost 25 percentage points. 


Chart 10 
Canadian Manufacturing METRs in 2010 
by Province and Territory* 
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* Excluding R&D assets. 
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There is also considerable variation in manufacturing METRs across US states. The 
variance primarily reflects the impact of investment tax credits, sales taxes and capital 
taxes, all of which are implemented at the state level. Chart 11 shows manufacturing 
METRs for nine US regions (see Annex C for state METRs presented by region). State 
ITCs have a substantial impact on the METRs in five regions, reducing the METR in 
these regions by approximately 6 percentage points on average. 


Chart 11 
US Manufacturing METRs by Region* 
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* Excluding R&D assets. 


CONCLUSION 


This paper reports estimates of METRs for all jurisdictions in Canada and the US. 
The key findings flowing from this analysis are: 


Policy initiatives undertaken in Canada since 2000, together with those proposed in 
Budget 2005, would have the effect of reducing the tax burden on new investment by 
about a quarter by 2010. 


Canada’s average METR would be lower than in the US in 2010. The advantage 
would, however, be smaller than the difference in statutory income tax rates because 
of other elements of the tax system, notably capital taxes imposed by provincial 
governments, more generous investment tax credits and tax depreciation in the US, 
and the absence of LIFO inventory accounting in Canada. 


Competitiveness is a concern in selected jurisdictions, in part due to the widespread 
use of investment tax credits by US states as well as capital taxes and retail sales 
taxes that place a burden on capital goods in several provinces. 


Effective rates vary across industries and jurisdictions in both Canada and the US, 
which can affect the allocation of investment and hence economic efficiency. 


These conclusions come with a number of important caveats. First, METRs apply to large 
taxable firms making an investment that is small relative to the ongoing operations of the 
firm. Second, the investment is assumed to earn just enough to pay suppliers of financial 
capital the minimum rate of return. Third, the Canada-US comparison is affected by 
changes in economic assumptions. Despite these limitations, METRs are a useful 
summary indicator of how the tax system affects the return on an investment and hence 
the decision to invest. 
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ANNEX C 


METRs on Tangible Assets for the 50 US States and District of Columbia (Projected for 2010, %) 
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Preface 


Since 2000 the tax expenditure report has been separated into two documents. This document, 
Tax Expenditures and Evaluations, is published on an annual basis. It provides estimates and 
projections for broadly defined tax expenditures as well as evaluations and descriptive papers 
addressing specific tax measures. This year’s edition includes two analytical papers: 


e “Taxes on Business Investment: An International Comparison of Marginal Effective Tax Rates 
in the Manufacturing Sector” 


e “Investing in Post-Secondary Education: The Impact of the Income Tax System” 


The companion document, Tax Expenditures: Notes to the Estimates/Projections, was published 
in 2004. It is a reference document for readers who wish to know more about how the estimates 
and projections are calculated and who want descriptions of, or information on the objectives 
of, particular tax expenditures. New tax expenditures are described in the relevant section of 
this document. 
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Introduction 


The principal function of the tax system is to raise the revenues necessary to fund government 
expenditures that reflect society’s priorities. The tax system can also be used directly to achieve 
public policy objectives through the application of special tax rates, exemptions, deductions, 
rebates, deferrals and credits that affect the level and distribution of tax. These measures are 
often described as “tax expenditures” because they reduce government revenue. 


In order to define tax expenditures, it is necessary to establish a “benchmark” tax structure that 
applies the relevant tax rates to a broadly defined tax base—e.g. personal income, business income 
or consumption. ‘Tax expenditures are then defined as deviations from this benchmark. Reasonable 
differences of opinion exist about what should be considered a normal part of the tax system and 
hence about what should be considered a tax expenditure. For example, a deduction for expenses 
incurred in earning income is generally considered as part of the benchmark and thus not as a tax 
expenditure. But in some cases the deduction may confer some personal benefit, making its 
classification ambiguous. 


This report takes a broad approach and includes estimates and projections of the revenue loss 
associated with all but the most fundamental structural elements of the tax system, such as the 
progressive personal income tax rate structure. This includes not only measures that may reasonably 
be regarded as tax expenditures but also other measures that may be considered part of the 
benchmark tax system. The latter are listed separately under “memorandum items.” For instance, 
the dividend tax credit is listed under this heading because its purpose is to reduce or eliminate 
the double taxation of income earned by corporations and distributed to individuals through 
dividends. Also included under this heading are measures for which there may be some debate 
over whether they should be considered tax expenditures, or where data limitations do not permit 
a separation of the tax expenditure and benchmark components of the measure. This approach 
provides information on a full range of measures. 
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Caveats 


Care must be taken in interpreting the estimates and projections of tax expenditures in the tables for 
the following reasons. 


e The estimates and projections are intended to indicate the potential revenue gain that would be 
realized by removing individual tax measures. They are developed assuming that the underlying 
tax base would not be affected by removal of the measure. However, this is an assumption that is 
unlikely to be true in practice as the behaviour of economic agents, overall economic activity and 
other government policies could change along with the specific tax provision. 


e The cost of each tax measure is determined separately, assuming that all other tax provisions 
remain unchanged. Many of the tax expenditures do, however, interact with each other such that 
the impact of several tax provisions at once cannot generally be calculated by adding up the 
estimates and projections for each provision. 


e The federal and provincial income tax systems interact with each other to various degrees. As a 
result, changes to tax expenditures in the federal system may have consequences for provincial tax 
revenues. In this publication, however, any such provincial effects are not taken into account—that 
is, the tax expenditure estimates and projections address strictly the federal tax system and federal 
tax revenue. 


e In the case of the harmonized sales tax in effect in Nova Scotia, New Brunswick, and 
Newfoundland and Labrador, only the federal cost of the tax expenditures is reported. 


The tax expenditure estimates and projections presented in this document are developed using 
the latest available taxation data. Revisions to the underlying data as well as improvements to the 
methodology can result in substantial changes to the value of a given tax expenditure in successive 
publications. In addition, estimates and projections for some tax measures, such as the half inclusion 
rate on capital gains, are particularly sensitive to economic parameters and hence may also differ 
significantly from one publication to the next. 
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What's New in the 2006 Report 


A number of new tax measures have been introduced since last year’s report and others have been 
modified. These are described below. 


Personal Income Tax 
Personal Income Tax Rates 


The lowest personal income tax rate was reduced to 15 per cent from 16 per cent effective 
January 1, 2005. The rate is 15.5 per cent effective July 1, 2006. Accordingly, the full-year rate 
is 15 per cent for 2005, 15.25 per cent for 2006, and 15.5 per cent for the 2007 and subsequent 
taxation years. 


For the 2005 taxation year, the 15-per-cent rate applies to taxable incomes of up to $35,595. 
For the 2006 taxation year, the 15.25-per-cent rate applies to taxable incomes of up to $36,378. 
The upper limit for the application of the 15.5-per-cent rate is indexed for taxation years after 2006. 
These rates will also be generally used to calculate non-refundable tax credits and the alternative 
minimum tax for the 2005 and subsequent taxation years. 


Basic Personal Amount 


The basic personal amount was increased by $500 to $8,648 for the 2005 taxation year. For the 
first half of 2006, it was increased by indexation plus a further $200, for a total of $9,039. The basic 
personal amount was reduced by $400 to $8,639 on July 1, 2006. For the purpose of calculating 
personal income taxes for the 2006 taxation year, these two half-year amounts are applied as an 
annual average of $8,839. For 2007, the $8,639 amount is increased by indexation plus an 
additional $100. For 2008, it is increased by indexation plus an additional $200. 


Personal amounts in respect of a spouse or common-law partner or wholly dependent relative 
were also adjusted. Specifically, for the 2005 taxation year, these amounts were increased by $425 
to $7,344. For the first half of 2006, they were increased by indexation plus a further $170, for a 
total of $7,675. The amount was reduced by $340 to $7,335 on July 1, 2006. For the purpose of 
calculating personal income taxes for the 2006 taxation year, these two half-year amounts are applied 
as an annual average of $7,505. For 2007, the $7,335 amount is increased by indexation plus an 
additional $85. For 2008, it is increased by indexation plus an additional $170. 


Pension Income Credit 


Budget 2006 provided greater tax relief to pensioners by increasing to $2,000 from $1,000 the 
maximum amount of eligible pension income that can be used in calculating the pension income 
credit. This measure applies to the 2006 and subsequent taxation years. 
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Pension Income Splitting 


Objective: This major positive change in tax policy for pensioners will enhance the incentives to save 


and invest for family retirement security. 


The October 31, 2006, Tax Fairness Plan proposes to allow pension income splitting commencing in 
2007. The measure will allow any Canadian resident who receives qualifying pension income to 
allocate to their resident spouse or common-law partner up to one-half of that income. 


Age Credit 


The Tax Fairness Plan increased the age credit amount, a credit that provides tax relief to low- and 
middle-income seniors, by $1,000 from $4,066 to $5,066. This increase is effective for the 2006 
and subsequent taxation years. The credit amount will continue to be indexed thereafter. 


Canada Child Tax Benefit and Child Disability Benefit 


The Canada Child Tax Benefit (CCTB), which includes the CCTB base benefit and the National 
Child Benefit supplement, as well as the Child Disability Benefit (which was shown separately), are 
no longer included in this publication, reflecting changes to the presentation of government financial 
information. Acting on a recommendation by the Auditor General of Canada, the Government now 
presents its financial statements on a gross basis to more accurately reflect the nature and size of its 
revenues and expenses. Previously, the CCTB and its components were netted against personal 
income tax revenues, and were considered a tax expenditure. The CCTB and its components are 
now reported as government expenses. 


Refundable Medical Expense Supplement 


Budget 2006 increased the maximum amount of the refundable medical expense supplement to 
$1,000 from $767 per year, effective 2006. 


Textbook Tax Credit 


Objective: To encourage Canadians to pursue post-secondary education by providing better tax 
recognition for the cost of textbooks. 


This new measure provides $65 per month for full-time students, and $20 per month for part-time 
students, in textbook tax credit amounts. Students receive a credit on these amounts, in recognition 
of the costs of post-secondary textbooks. 


Full Exemption for Post-Secondary Scholarships and Bursaries 


Budget 2006 introduced a full exemption for post-secondary scholarship, fellowship and bursary 
income. The conditions that apply to the full exemption are the same as those that applied to 

the $3,000 exemption: the scholarship, fellowship or bursary must be received by a student in 
connection with a student’s enrolment in a program for which the student can claim the education 
tax credit. 
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Canada Employment Credit 


Objective: This new tax credit recognizes work-related expenses incurred by Canadians for items 


such as home computers, uniforms and supplies. 


This new credit, which took effect July 1, 2006, provides tax relief on the lesser of $500 and 

the individual’s employment income for the year. Because this measure took effect on July 1, 2006, 
the maximum amount on which the credit is calculated for the 2006 taxation year is $250. For 

the 2007 and subsequent taxation years, the maximum amount on which the credit is calculated 

is increased to $1,000. The tax credit for a taxation year is calculated by reference to the lowest 
personal income tax rate for the taxation year (1.e. 15.25 per cent for 2006 and 15.5 per cent for 


the 2007 and subsequent taxation years). The amount on which the credit is based is indexed 
after 2007. 


Tradespeople’s Tool Expenses 


Objective: To provide tax recognition for the cost of tools that tradespeople must provide as a 


condition of employment and to encourage apprenticeships. 


Budget 2006 allows the total cost of eligible new tools acquired by an employed tradesperson in a 
taxation year, in excess of $1,000 (indexed after 2007), to be deductible up to a maximum of $500 
for that year. For the cost of tools to qualify for the deduction, the employer will have to certify that 
the employee is required to acquire those tools as a condition of, and for use in, the employment. 
This measure applies to new tools acquired on or after May 2, 2006. 


Children’s Fitness Tax Credit 


Objective: To help parents offset some of the costs associated with registration fees for children’s 
sports, thereby promoting physical fitness and healthy living among children. 


Budget 2006 will allow parents to claim a non-refundable tax credit in respect of up to $500 in 
eligible fees for the enrolment of a child under the age of 16 in an eligible program of physical 
activity. The measure will apply to the 2007 and subsequent taxation years. The credit will be 
calculated by reference to the lowest personal income tax rate for the taxation year and can be 
claimed by either parent for eligible fees incurred during the calendar year. 
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Mineral Exploration Tax Credit 

for Flow-Through Share Investors 

In October 2000, a 15-per-cent tax credit was introduced to help moderate the impact of a global 
downturn in mineral exploration on mining communities by promoting exploration. This tax 


incentive, available to individuals investing in flow-through shares used to finance exploration, 
expired on December 31, 2005, after two extensions. 


Budget 2006 reintroduced the credit for the period from May 2, 2006 until March 31, 2007. The 
one-year “look-back” rule will allow funds raised with the benefit of the credit in 2007, for example, 
to be spent on eligible exploration activity up until the end of 2008. 


$500,000 Lifetime Capital Gains Exemption 
for Qualified Fishing Property 
Budget 2006 extended the $500,000 lifetime capital gains exemption available on the transfer of 


farm property and small business shares to qualified fishers. This measure applies to the disposition of 
fishing property on or after May 2, 2006. 


Eliminating Double Taxation of Large Corporation Dividends 


Budget 2006 eliminated the double taxation of dividends from large corporations at the federal level 
by introducing an enhanced gross-up and dividend tax credit (DTC) for dividends paid after 2005 
by large corporations. Specifically, starting in 2006, shareholders will include 145 per cent of the 
eligible dividend amount in income (that is, a 45-per-cent gross-up), and the federal DTC with 
respect to eligible dividends will be approximately 19 per cent of that grossed-up amount. 


Tax Credit for Public Transit Passes 


Objective: The new transit tax credit will make transit more affordable, reduce traffic congestion 
and lower greenhouse gas emissions. 


Budget 2006 allows individuals to claim a non-refundable tax credit for the cost of monthly public 
transit passes or those passes of a longer duration effective July 1, 2006. Specifically, it will be 
claimable by the individual, or the individual’s spouse or common-law partner, in respect of eligible 
transit costs of the individual, the individual’s spouse or common-law partner, and the individual’s 
dependent children that are under 19 years of age. 


Corporate Income Tax 
_ Accelerated Elimination of the Federal Capital Tax 


The federal capital tax was eliminated as of January 1, 2006, two years earlier than originally 
scheduled. The tax was levied at a rate of 0.125 per cent in 2005 on taxable capital in excess 
of $50 million. 
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Apprenticeship Job Creation Tax Credit 


Objective: To encourage employers to hive new apprentices and to support apprentices in their 


training, the Government has created a new Apprenticeship Job Creation Tax Credit of up to 
$2,000 per apprentice. 


In order to encourage employers to hire new apprentices, Budget 2006 introduced a new 
Apprenticeship Job Creation Tax Credit, effective May 2, 2006. Eligible employers will receive 
a tax credit equal to 10 per cent of the wages paid to qualifying apprentices in the first two years 
of their contract, to a maximum credit of $2,000 per apprentice per year. 


Elimination of the Federal Corporate Surtax 


The federal corporate surtax will be eliminated for all corporations in 2008. Its elimination is 
equivalent to a 1.12-percentage-point reduction in corporate income tax rates. 


The corporate surtax applies to all corporations and is calculated at a rate of 4 per cent of federal 
corporate income tax payable after the 10-per-cent abatement for income earned in a province, but 
before credits such as the small business deduction and credits for foreign taxes paid. 


Increase of the Small Business Deduction 


The small business deduction currently reduces the federal corporate income tax rate applied to 
the first $300,000 of qualifying active business income of a Canadian-controlled private corporation 
bon Zener cent. 


The small business tax rate will be reduced by 1 percentage point by 2009. The tax rate will be 
reduced to 11.5 per cent in 2008 and then to 11 per cent in 2009 and thereafter. In addition, the 
annual amount of active business income eligible for the reduced tax rate (generally referred to as the 
small business limit) will be increased to $400,000 as of 2007. 


Reduction of the General Corporate Income Tax Rate 

The general corporate income tax rate will be reduced to 19 per cent from 21 per cent by 2010. 
The rate will be reduced to 20.5 per cent in 2008, to 20 per cent in 2009, and to 19 per cent in 
2010 and thereafter. 


Goods and Services Tax 
Reduction in the Goods and Services Tax Rate 


As announced in the 2006 budget, the goods and services tax rate was reduced by | percentage 
point as of July 1, 2006. The tax expenditure projections reflect this reduction. 


Elimination of the Visitor Rebate Program 

The Visitor Rebate Program is proposed to be eliminated effective April 1, 2007, as part 
of the package of specific spending restraint measures announced by the Government on 
September 25, 2006. 
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Tables 1 to 3 provide tax expenditure values for personal income tax, corporate income tax and 
the goods and services tax (GST) for the years 2001 to 2008. 


Estimates and projections are developed using the methodology set out in Chapter 1 of 
Tax Expenditures: Notes to the Estimates/Projections.' The economic variables used to develop the 
projections are based on the average of private sector forecasts presented in the May 2006 budget. 


The tax expenditures are grouped according to functional categories. This grouping is provided 
solely for presentational purposes and is not intended to reflect underlying policy considerations. 


All estimates and projections are reported in millions of dollars. The letter “S” indicates that 
the cost is less than $2.5 million, “n.a.” signifies that data is not available to support a meaningful 
estimate /projection, and a dash means that the tax expenditure is not in effect. The inclusion in 
the report of items for which estimates and projections are not available is warranted given that 
the report is designed to provide information on measures included in the tax system even if it is 
not always possible to provide their revenue impacts. Work is continuing to obtain quantitative 
estimates and projections where possible. 


1 Available on the Department of Finance website at www. fin.gc.ca. 
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Table 1 


Personal Income Tax Expenditures* 


Estimates Projections 
2001 2002 2003 2004 2005 2006 2007 2008 
($ millions) 

Charities, Gifts and Contributions 
Charitable donations credit 1,490 1,580 1,825 1,965. 1,925. <d,GOGs “2.025. 2,055 
Reduced inclusion rate for capital 

gains arising from donations of 

publicly listed securities and 

ecologically sensitive land! 6 3 6 8 10 26 29 29 
Non-taxation of capital gains on 

gifts of cultural property? 6 3 14 de 3 4 4 4 
Non-taxation of gifts and bequests n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Political contribution tax credit® 8 9g 11 19 16 14 10 af 
Culture 
Assistance for artists n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Deduction for artists and musicians n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Education 
Adult basic education—tax deduction 

for tuition assistance — 10 a) oS 5 is) 5 S 
Apprentice vehicle mechanics’ 

tools deduction - 10 10 10 10 10 10 10 
Education tax credit* 260 250 235 235 210 220 220 220 
Tuition tax credit 21a 2a 270 275 260 260 265 270 
Textbook tax credit® _ - — ~ - 80 82 83 
Education and tuition tax credits carried 

forward from prior years® 170 245 290 290 Ziv 265 285 310 
Transfer of education and tuition tax credits’ 390 420 440 455 435 485 500 ele) 
Partial exemption of scholarship, 

fellowship and bursary income® 14 13 11 11 10 38 38 39 
Registered education savings plans?: 1° 96 110 130 150 145 175 215 285 
Student loan interest tax credit 66 59 63 65 62 65 67 69 
Employment 
Canada Employment Credit ~ - - - ~ 439 1,805 1,881 
Deduction for income earned by military 

and police deployed to high-risk 

international missions — - = 30 30 30 30 30 
Deduction of home relocation loans S Ss S Ss S S S 5 
Deferral of salary through leave 

of absence/sabbatical plans n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Employee benefit plans n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Employee stock options"! 650 415 480 730 540 565 595 625 


The elimination of a tax expenditure would not necessarily yield the full tax revenues shown in the table. See the publication Tax Expenditures: 
Notes to the Estimates/Projections, published in 2004 and available on the Department of Finance website (www.fin.gc.ca), for a discussion of 


the reasons for this. 
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Table 1 
Personal Income Tax Expenditures (cont’d) 
Estimates Projections 
2001 2002 2003 2004 2005 2006 2007 2008 
($ millions) 
Non-taxation of certain non-monetary 
employment benefits n.a. n.a. n.a. n.a. n.a. na. n.a. na. 
Non-taxation of strike pay n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Northern residents deductions 125 130 pecis, 135 135 135 135 140 
Overseas employment credit on 62 58 59 60 60 61 62 
Tax-free amount for emergency 
service volunteers 14 14 14 14 14 14 14 14 
Tradespeople’s tool expenses — - _ - - ifs) 15 188) 
Family 
Adoption expense tax credit !2 ~ -_ _ - 5 5 5 5 
Caregiver credit oye 65 73 80 rw6 81 85 85 
Deferral of capital gains through transfers 
to a spouse, spousal trust or family trust n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Infirm dependant credit 6 6 6 6 6 6 6 re 
Spouse or common-law partner credit'?'4 1,165 1,180 1,190 1,245. 1,200 1,325 1,c6caeae 
Eligible dependant credit!3:14 610 630 660 680 680 710 730 755 
Farming and Fishing 
$500,000 lifetime capital ae exemption 
for farm/fishing property!® 2s 250 240 240 245 310 S15 320 
Cash-basis accounting n.a. n.a. n.a. na. n.a. n.a. n.a. n.a. 
Deferral of capital gains through 
intergenerational rollovers of family farms 
and commercial woodlots n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Deferral of income from destruction | 
of livestock'® 3 S S fe) -9 S S S 
Deferral of income from sale of livestock 
during drought years n.a. n.a. n.a. n.a. n.a. n.a. n.a. na. 
Deferral of income from grain sold through 
cash purchase tickets!’ -26 24 S S 25 v4 8 9 
Deferral through 10-year capital gain reserve S S S S S S S S 
Exemption from making 
quarterly tax instalments n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Flexibility in inventory accounting na. n.a. na. n.a. na. n.a. n.a. na. 
Tax treatment of the Net Income 
Stabilization Account!® 
Deferral of tax on government contributions 66 170 45 S) S S S S 
Deferral of tax on bonus and interest income 31 26 22 21 7 S S S 
Taxable withdrawals -76 -105 -98 ~-180 -155 -8 S S 
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Table 1 

Personal Income Tax Expenditures (cont’d) 

Estimates Projections 
2001 2002 2003 2004 2005 2006 2007 2008 
($ millions) 

Federal-Provincial Financing 

Arrangements 

Logging tax credit S S S S) S S S S 
Quebec abatement Zoo. 5,050. 8215 3,300. 3,565. 3,460 715). 33,905 
Transfer of income tax points to provinces iayooo:) oon 4,200 14,9380 16,010) “15,565°°16,680s 17,530 
General Business and Investment 
$200 capital gains exemption on 

foreign exchange transactions na. n.a. n.a. n.a. n.a. n.a. n.a. na. 
$1,000 capital gains exemption 

on personal-use property n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Deduction of accelerated capital 

cost allowance! n.a. n.a. n.a. n.a. n.a. n.a. n.a. na. 
Deferral through use of billed-basis 

accounting by professionals na. na. n.a. na. n.a. n.a. n.a. n.a. 
Deferral through capital gains rollovers na. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Deferral through five-year capital gain reserve 20 31 16 16 16 aig AF ig 
Investment tax credits 33 36 A3 43 44 45 45 46 
Mineral exploration tax credit for 

flow-through share investors22 12 25 45 49 68 56 -8 -4 
Partial inclusion of capital gains?! OS Abbo ei 040 2,795 2,935 3,080 3,235 3,395 
Taxation of capital gains upon realization@? ‘ace n.a. nai n.a. ne. na. na. na. 
Small Business 
$500,000 lifetime capital gains exemption 

for small business shares 345 305 305 305 310 ro Ee, 325 330 
Deduction of allowable business 

investment losses 41 43 29 383 38 40 40 40 
Deferral through 10-year capital gain reserve S S S S S S Ss S 
Labour-sponsored venture 

capital corporations credit?° 216 180 160 150 150 150 150 150 
Rollovers of investments in small businesses 6 3 4 10 10 10 10 10 
Health 
Children’s fitness tax credit - - - ~ > - 160 165 
Disability tax credit?4 330 350 365 380 425 440 465 475 
Medical expense tax credit?® S70 635 700 765 760 825 925 995 
Non-taxation of business-paid health 

and dental benefits 17310. “87S. 2010 2165 2,255 2/480 2,695 “2,760 
Refundable medical expense supplement?© 55 64 68 73 87 100 105 110 
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Table 14 
Personal Income Tax Expenditures (cont’d) 
Estimates Projections 
2001 2002 2003 2004 2005 2006 2007 2008 
($ millions) 
Income Maintenance and Retirement 
Age credit’ 1320" Tee5 1440 1,505 1,400 ~1,760° “1 SSSrarigso 
Deferred profit-sharing plans n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Non-taxation of certain amounts received 
as damages in respect of personal 
injury or death ake: 103) Tz 18 We 18 19 20 
Non-taxation of Guaranteed Income 
Supplement and Allowance benefits?® 265 265 295 290 240 245 270 270 
Non-taxation of investment income 
on life insurance policies29 n.d. ane na. na. n.a. acy nia: na. 
Non-taxation of RCMP pensions/compensation 
in respect of injury, disability or death n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Non-taxation of social assistance benefits?° 245 225 220 205 155 150 145 130 
Non-taxation of up to $10,000 of death benefits n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Non-taxation of veterans’ allowances, income 
support benefits, civilian war pensions and 
allowances, and other service pensions 
(including those from Allied countries)?! 5 4 S) 3 S S S SS 
Non-taxation of veterans’ disability pensions 
and support for dependants?2 135 140 145 150 140 150 150 145 
Non-taxation of veterans’ disability award?? - - - ~ - - 14 18 
Non-taxation of workers’ 
compensation benefits 650 700 630 655 650 695 750 790 
Pension income credit?4 405 A415 430 435 405 800 840 855 
Pension income splitting?° - - - - - - 650 685 
Registered pension plans?° 
Deduction for contributions 4 Oi poco, “6,016 8,270 8,395 8,700. 9,015. 3325 
Non-taxation of investment income 2,130 S05. 1165 9,630: 10;215.< 10,670.) 1dkA0Sy Gi2aiee 
Taxation of withdrawals -6,415 -6,670 -6,905 -(,140 -7,235 -7,560 -8,055 -8,495 
Net tax expenditure G4 =1,010'" 11,145 10,760. 11,375 YTS 109 124365 4 tees 
Registered retirement savings plans°6 
Deduction for contributions Gi220). O0100 6,000 6,655 7,080 ‘7,520 ~8,030 , 2555 
Non-taxation of investment income?” 1,280 17> 6,300 49905 5,360... .5,045., 6,116 .526;610 
Taxation of withdrawals 23, AGO). -G,0 10 3,670 2A .O50 =4,285" 4, 720-275) eee 
Net tax expenditure 4.040. 2,425... 8,630 7,000 81100, 8445S S7O soar) 
Supplementary information: 
Present value of tax assistance : : ee on 
for retirement savings plans?®:39 56/0 5,850 6,820 8,040 8490 8,990 9,380 9.850 
Saskatchewan Pension Plan S 5 S S S S S S 
Treatment of alimony and 
maintenance payments 115 iS dias 105 LOS 105 105 105 
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Table 1 
Personal Income Tax Expenditures (cont’d) 
Estimates Projections 
2001 2002 2003 2004 2005 2006 2007 2008 
($ millions) 
Other Items 
Deduction related to vows of perpetual poverty > S S S S S S S 
Deduction for clergy residence 67 74 70 el it ie 74 7 
Non-taxation of capital gains on 
principal residences? 
Partial inclusion rate 885" 1,405." “1,830 2,800) *3,260 193/325. eSje00e 13/460 
Full inclusion rate 19¥ 70). 23810) 3/655 5,000 +6)525 56,655 26/7806 ,920 
Non-taxation of income from 
the Office of the Governor General S S S S S 
Non-taxation of income of Indians on reserves na. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Special tax computation for certain 
retroactive lump-sum payments 5 S S S S S S S 
Tax credit for public transit passes - ~ - - ~ 98 a ys 228 
Memorandum Items . 
Avoidance of Double taxation 
Dividend gross-up and credit*! 21ers 2608 Gress WSSS: 2 AgBBOr 622, 065e & 268 27260 
Foreign tax credit 635 665 580 590 595 605 615 620 
Non-taxation of capital dividends n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Recognition of Expenses Incurred 
to Earn Income 
Child care expense deduction*2 530 535 535 535 500 605 695 700 
Deduction of carrying charges incurred 
to earn income 825 730 720 730 745 815 950 ~=1,080 
Deduction of union and professional dues 550 eves) 600 605 625 650 670 690 
Disability Supports deduction 
(attendant care deduction)*? S S S 5 5 8 10 12 
Moving expense deduction 81 88 82 83 84 87 89 91 
Loss Offset Provisions 
Capital loss carry-overs*4 86 91 165 255 200 150 150 150 
Farm and fishing loss carry-overs 16 15 10 9g 9 10 10 10 
Non-capital loss carry-overs 78 82 62 63 62 64 66 68 
Social and Employment Insurance Programs 
Canada Pension Plan and Quebec 
Pension Plan*® 
Employee-paid contribution credit 1,980 2,245 2,455 2545 «24A55en2,616 0 12;:7506 « 2840 
Non-taxation of 
employer-paid premiums*® 2,975 3,400 3,730 3,795 3,875 4,085 4,265 4,420 
Employment insurance 
Employment insurance contribution credit 1085 1,075 71,050 1,010 950 945 980 1,000 
Non-taxation of employer-paid premiums 2,160 2,140 2,085 1975 1,960 1,935 1,985 2,025 
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Table 1 
Personal Income Tax Expenditures (cont’d) 
Estimates Projections 
2001 2002 2003 2004 2005 2006 2007 2008 
($ millions) 

Other 
Basic personal amount!* COATS 2IOS. 24,700 22,665 23,010 24,095 24,970 26,285 
Deduction of farm losses for 

part-time farmers 60 61 61 58 60 63 63 63 
Deduction of other employment expenses 735 (tS 825 835 860 890 915 945 
Deduction of resource-related expenditures 165 Was) 270 365 480 ey a) 500 495 
Reclassification of flow-through shares*’ 33 31 35 54 77 84 80 78 
Non-taxation of lottery and 

gambling winnings4® n.a. n.a. n.a. n.a. na. n.a. n.a. n.a. 
Non-taxation of allowances for diplomats, 

military and other government employees 

posted abroad 9 10 10 9 9 9 9 9 
Partial deduction of meals and 

entertainment expenses 85 he 76 £5 es rere 78 79 
Notes: 


1 The increase in the tax expenditure in 2006 and later years reflects the reduction in the capital gains inclusion rate on qualifying donations from 
one-half to zero in 2006. The total tax expenditure cost of this measure has two components: the revenue forgone as a result of the reduced 
inclusion rate (which is shown in the main table), and the increased cost of the charitable donations credit from any increase in donations 
that results from the measure. If all of the donations of publicly listed securities and ecologically sensitive land would have been made in the 
absence of this measure, then (as shown in the main table) the total cost ranges from $3 million to $29 million between 2001 and 2008. If, on 
the other hand, all donations of publicly listed securities and ecologically sensitive land came about as a result of the reduced inclusion rate on 
capital gains, and if in the absence of the measure the shares and land would have been sold instead of donated, then the cost of the measure 
ranges from $31 million to $125 million between 2001 and 2008, as shown below (in millions of dollars): 


2001 2002 2003 2004 2005 2006 2007 2008 
45 31 46 Oo 74 123 125 125 


The true costs fall somewhere between the lower and upper bounds set by the ranges indicated. 


2 The total tax expenditure cost has two components: the revenue forgone as a result of the reduced inclusion rate (which is shown in the main 
table), and the increased cost of the charitable donations credit from any increase in donations that results from the measure. If all of the 
donations of cultural property would have been made in the absence of this measure, then (as shown in the main table) the total cost ranges 
from $3 million to $14 million between 2001 and 2008. If, on the other hand, all donations of cultural property came about as a result of this 
measure, and if the property would otherwise have been sold instead of donated, then the cost of the measure ranges from $18 million to 
$73 million over the period 2001 to 2008, as shown below (in millions of dollars): 


2001 2002 2003 2004 2005 2006 2007 2008 
31 18 13 35 ee 20 21 21 


The true costs fall somewhere between the lower and upper bounds set by the ranges indicated. 


3 The projected increase in the tax expenditure for 2004 reflects both the impact of the 38th general election and the onset of two additional 
factors. First, the three political contribution tax credit thresholds were increased by $200 each for 2004 and subsequent years. Second, An 
Act to amend the Canada Elections Act and the Income Tax Act, which received Royal Assent on May 14, 2004, enables additional political 
parties to become registered and eligible for the tax credit. The continuing high levels for the tax expenditure in 2005 and 2006 reflect the fact 
that contributions in respect of the 39th general election were spread over the two calendar years. 


22 


20 


21 


22 
23 


24 


25 


+ 


The tax expenditure amount is the credit amount earned and claimed in the year. The 2001 budget introduced a measure extending the 
education tax credit, beginning 2002, to people who receive taxable assistance for post-secondary education under certain government 
programs. Effective taxation year 2004, Budget 2004 extended the education tax credit to students who pursue post-secondary education 
related to their current employment, provided that their employer does not reimburse the cost of education in whole or in part. 


This new measure provides $65 per month for full-time students, and $20 per month for part-time students, in textbook tax credit amounts. 
Students receive a credit on these amounts in recognition of the costs of post-secondary textbooks. 


For a given year, the tax expenditure represents the value of education and tuition tax credits earned in past years, and used in that year. 

The tax expenditure does not include the pool of unused education and tuition tax credits that have been accumulated but will be deferred for 
use in future years. For example, in taxation year 2006 it is projected that taxpayers will defer $40 million of education and tuition tax credits 
accumulated in past years, for use in 2007 and future tax years. In addition, the tax expenditure for the carry-forward for 2007 and beyond 
increases substantially due to the impact of the textbook tax credit and the full exemption of scholarship and bursary income, which were 
introduced in Budget 2006. 


The tax expenditure for the transfer of education and tuition tax credits for 2006 and beyond increases substantially due to the impact of 
the textbook tax credit and the full exemption of scholarship and bursary income, which were introduced.in Budget 2006. 


The tax expenditure equals the tax revenue forgone from exempting scholarship, fellowship and bursary income from tax. Budget 2006 
introduced a measure that makes all amounts received for post-secondary scholarships, fellowships and bursaries exempt from tax, where 
these amounts are received in connection with enrolment in a program for which the student can claim the education tax credit. Previously, 
the first $3,000 of these amounts were exempt from income tax. All other scholarships and bursaries receive a tax exemption on the first $500. 
In addition, a change in methodology has resulted in revised figures for tax years 2001 to 2005. 


The tax expenditure equals the tax revenue forgone on the tax-sheltered income earned on registered education savings plan (RESP) assets, 
minus the revenue from taxing withdrawals of income (as an education assistance payment or accumulated income payment) from RESPs. 
The costs have changed significantly due to revised administrative data from Human Resources and Social Development Canada on education 
assistance payments received. 


The projections include the impact of the Canada Learning Bond introduced in the 2004 budget. 


Poor market conditions led to decreased demand for stock options in 2002 and to a lesser extent 2003. Preliminary data indicates that the 
improved market conditions in 2004 resulted in increased use of stock option plans for that year. Projections for 2004 and subsequent years 
reflect an assumption of reduced market volatility and reduced take-up due to changes to the accounting treatment of employee stock options. 


This measure was introduced in the 2005 budget. 


The spouse or common-law partner credit was previously known as the spousal credit. The eligible dependant credit was previously known 
as the equivalent-to-spouse credit. 


Budget 2005 increased the basic personal amount by $100 in both 2006 and 2007, and correspondingly increased the amount for a 
dependent spouse or common-law partner and an eligible dependant. 


Budget 2006 extended the lifetime capital gains exemption available on the disposition of farm property and small business shares to qualified 
fishers, effective May 2, 2006. Projections have been revised to reflect this change. 


The projected tax expenditure for 2004 is higher than in other years due to the effects of the outbreak of avian flu in British Columbia. Because 
this provision is a deferral measure, the deferred income from 2004 will be reported in 2005, resulting in a negative tax expenditure that year. 


Estimates and projections are based on Statistics Canada data available up to 2005, which includes cash purchase tickets for wheat, barley, 
oats, canola, flax and rye. Projections after 2005 are calculated using a historical average growth rate. 


The data for the Net Income Stabilization Account (NISA) program is observed up to 2004. Since the Canadian Agricultural Income Stabilization 
(CAIS) program has replaced NISA, tax expenditure projections reflect wind-down provisions that require that amounts in NISA accounts be 
withdrawn by March 31, 2009. Projections also reflect recent data from Statistics Canada, which indicates that withdrawals from the 
government portion of NISA accounts reached record levels in 2004. It should also be noted that CAIS does not result in a tax expenditure. 


Data for unincorporated businesses is not available to estimate this tax expenditure with precision. 


The projections have been revised to reflect recent data and the reintroduction of the credit for the period from May 2, 2006 to 

March 31, 2007. The negative figures for 2007 and 2008 reflect the inclusion in income for those years of an amount equal to the credit 
claimed in the previous year (e.g. credit claimed in 2006 included in 2007 income). A deduction for the full amount of the eligible exploration 
expenditure is allowed for the year for which the credit is claimed. An amount equal to the credit is required to be included in income the 
following year, however, so as to reverse the deduction in respect of the portion of the expenditure that was effectively paid for by the credit. 


The estimates and projections for this tax expenditure can vary significantly from year to year, primarily due to unanticipated year-to-year 
fluctuations in realized capital gains. 
No data is available, as it is difficult to estimate the value of unsold assets. 


The projections of this tax expenditure for 2004 and 2005 are based on preliminary information showing reduced sales of shares of 
labour-sponsored venture capital corporations for those years. Projections assume sales remain constant after 2005. 


The 2005 budget extended eligibility for the disability tax credit (DTC) to individuals who face multiple restrictions that together have a 
substantial impact on their everyday lives, and amended the DTC to ensure that more individuals requiring extensive life-sustaining therapy 
on an ongoing basis are eligible. 

The increase in the projected tax expenditure reflects anticipated growth in medical expense claims as well as enhancements to the credit 
announced in the 2008, 2004 and.2005 budgets. 
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The increase in the projected tax expenditure reflects anticipated growth in medical expense claims as well as enhancements announced in 
the 2005 and 2006 budgets. Specifically, the 2005 budget increased the maximum amount of the supplement from $571 to $750 per year, 
effective 2005, and the 2006 budget subsequently increased the maximum amount from $767 to $1,000, effective 2006. 


The Tax Fairness Plan increased the age credit amount, a credit that provides tax relief to low- and middle-income seniors, by $1,000 from 
$4,066 to $5,066. This increase is effective for the 2006 and subsequent taxation years. 


The Guaranteed Income Supplement (GIS) and Allowance benefits are indexed to Consumer Price Index inflation. However, in both its 
frequency of application and in the months covered, the GIS indexation factor differs from that used for most of the parameters in the personal 
income tax system. Differences between the indexation factors cause the tax expenditure to grow at a faster or slower rate, in a given year, 
than if the two elements shared a common indexation factor. 


Although this measure does provide tax relief for individuals, it is implemented through the corporate tax system. See under “interest credited 
to life insurance policies” in Table 2 for estimates and projections of this tax expenditure. 


The decline in this tax expenditure reflects increases in the basic personal amount and reductions in the lowest personal income tax rate 
implemented in the 2000 budget, the 2000 Economic Statement and Budget Update, the 2005 Economic and Fiscal Update and the 
2006 budget. 


Estimates are based on data received from Veterans Affairs Canada. As part of the New Veterans Charter, in 2006, the Canadian Forces 
Income Support Benefit will be established for eligible low-income veterans. 


As of 2006, the new disability award has replaced the veterans’ disability pension for eligible new applicants (current disability pensioners will 
be grandfathered). Thus, beginning in 2007, tax expenditures are expected to decrease. 


As of 2006, the new disability award has replaced the veterans’ disability pension for eligible new applicants (current disability pensioners will 
be grandfathered) 


The 2006 budget increased the maximum amount that can be claimed under the pension income credit to $2,000 from $1,000 for the 2006 
and subsequent tax years. 


The October 31, 2006, Tax Fairness Plan proposes to allow pension income splitting commencing in 2007. The measure will allow any 
Canadian resident who receives qualifying pension income to allocate to their resident spouse or common-law partner up to one-half of 
that income. 


Estimates and projections vary from those in last year’s report due to changes in tax rates and projected levels of contributions, assets and 
withdrawals. Observed levels of registered pension plan (RPP) and registered retirement savings plan (RRSP) assets for 2001 to 2004 are used 
to determine the rate of return on investment, and as such, the tax expenditure will naturally vary from year to year, depending on the derived 
rate of return. Tax expenditures will be higher in years when assets grow strongly, reflecting the tax forgone on investment income, and lower 
in years when assets grow slowly or decline. For years where RPP and RRSP asset growth is projected, the tax expenditure projections are 
much more stable since a 6.4-per-cent nominal annual rate of return is used for those years. This is consistent with the rate of return used to 
calculate the present-value tax expenditure estimates and projections for RPPs and RRSPs (for more details on the derivation of the rate of 
return, see the 2001 Tax Expenditures and Evaluations report). 


The ratio of 1999 RRSP assets reported in Statistics Canada’s Survey of Financial Security (SFS) to 1999 RRSP assets reported in the 
Statistics Canada publication Pension Plans in Canada is used to adjust RRSP assets for 2001 to 2004 to reflect the more comprehensive 
SFS estimate, which includes funds in self-administered plans (the ratio is $408 billion/$268 billion or 1.52). 


The present-value estimates reflect the lifetime cost of a given year’s contributions. This definition is different from that used for the cash-flow 
estimates and thus the two sets of estimates are not directly comparable. Further information on how these estimates are calculated is 
contained in the paper “Present-Value Tax Expenditure Estimates of Tax Assistance for Retirement Savings,” which was published in the 2001 
Tax Expenditures and Evaluations report. 


The present-value tax expenditure estimates and projections presented in this year’s report are lower than in last year’s report due to updated 
estimates of applicable tax rates, which take into account the enhanced gross-up and tax credit for dividends paid by large corporations that 
will apply as of 2006, and changes in projected RPP/RRSP contribution levels. 


Projected tax expenditures reflect anticipated increases in home resales and resale housing prices. The estimates and projections for this tax 
expenditure can vary significantly from year to year, primarily due to unanticipated year-to-year fluctuations in the number of residence resales 
and in the average price of residences. 


Budget 2006 introduced an enhanced gross-up and dividend tax credit for eligible dividends (generally those paid by large corporations) 
after 2005. 


Formerly, some families with young children who claimed little or no child care expenses were eligible to receive the Canada Child Tax Benefit 
(CCTB) under-7 supplement. Thus, the value of the tax expenditure was partially offset by the increase in the CCTB under-7 supplement 

that would follow any decrease in the amount of child care expenses claimed. The increase in the tax expenditure in 2006 and later years 
reflects the phase-out of the CCTB under-7 supplement as of June 30, 2006, for children under the age of 6, and June 30, 2007, for 
6-year-old children. 


The 2004 budget replaced the attendant care deduction with a broader disability supports deduction, beginning with the 2004 tax year. 
The 2005 budget expanded the list of expenses eligible for the disability supports deduction. 
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Projections have been revised to reflect market conditions. 
This includes employee- and employer-paid premiums by and for self-employed workers. 


Self-employed individuals may deduct the employer share of their Canada/Quebec Pension Plan contributions paid for their own coverage. 
The estimates and projections shown are relative to a benchmark system in which no such deduction (or credit) is provided. 


This tax expenditure applies to a subset of resource-related deductions. Data are available for 2001 to 2008 on the volume of reclassified 
shares and are used to calculate these estimates. Projections are based on forecast growth rates in the oil and gas industry. 


A number of substantial methodological difficulties call into question the accuracy and utility of estimates and projections of the revenue 
implications of non-taxation of lottery and gambling winnings. The first methodological difficulty is that the data on payouts/winnings is 
incomplete. There is solid information on aggregate payouts only for government-run lotteries and bingos. Data on payouts at casinos, 
video lottery terminals, horseracing, and racetrack slot machines, which constitute a rising share of total spending on gaming, is fragmentary 
In addition, no data is available on the payouts/winnings from activities sponsored by charities and other non-governmental organizations. 
Second, even if complete information on aggregate payouts were available, the revenue implications of non-taxation still could not be 
determined with precision. For example, if the benchmark tax system were to include taxation of gambling and lottery winnings, consideratio 
would have to be given to including a deduction for expenses incurred in earning this income, i.e. ticket purchases or wagers/losses. This 
deduction could be allowed either against all income or against only lottery and gambling winnings. A threshold below which winnings would 
not be taxable would also be necessary, due to the large administrative cost of taxing very small prizes. In the absence of information on the 


n 


distribution of prizes and the incomes of winners, the resulting potential tax base is difficult to estimate. Further, it would be impractical to tax 


some forms of winnings (e.g. slot machines) because of the way in which prizes are paid out. 


Another important point to note is that under federal-provincial agreements negotiated in 1979 and 1985, the federal government, in exchange 
for an ongoing payment, undertook to refrain from re-entering the field of gaming and betting and to ensure that the rights of the provinces in 


that field are not reduced or restricted. 
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Table 2 
Corporate Income Tax Expenditures* 
Estimates Projections’ 
2001 2002 | 2003 2004 2005 2006 2007 2008 
($ millions) 
Charities, Gifts and Contributions 
Deductibility of charitable donations@ 490 295 260 320 360 395 415 405 
Deductibility of gifts of cultural property 
and ecologically sensitive land? 13 26 9 24 9 9 9 9 
Deductibility of gifts to the Crown S S S S 
Non-taxation of registered charities n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Non-taxation of other non-profit organizations 
(other than registered charities) 185 Lfo 160 160 145 165 165 185 
Political contribution tax credit* S S S S Ss S - ~ 
Culture 
Canadian film or video production tax credit 160 150 150 Kee ro 185 195 205 
Non-deductibility of advertising expenses 
in foreign media na. n.a. n.a. n.a. n.a. n.a. na. na. 
Federal-Provincial Financing Arrangements 
Income tax exemption for provincial and 
municipal corporations n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Transfer of income tax room to provinces T1453 18005 P10. 1455 1690) 730 ae eae eae 
Logging tax credit® ie oe 14 59 36 39 40 42 
General Business and Investment 
Accelerated write-off of capital assets 
and resource-related expenditures n.a. na. n.a. na, n.a. na. n.a. n.a. 
Deferral through capital gains rollovers n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Taxation of capital gains upon realization n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Partial inclusion of capital gains® 2 Zoeu PAGO. <S,900) J S)1f0y 23,000, sc, Ogu mama 
Expensing of advertising costs’ 50 -80 30 45 35 35 40 40 
Atlantic investment tax credit® 
Earned and claimed in current year 110 91 67 120 130 135 145 150 
Claimed in current year but earned 
in prior years 220 220 85 150 165 180 195 210 
Earned in current year but carried | 
back to prior years 19 is 1A 4 sa ae 13 14 
Total expenditure . 349 318 163 274 306 S27. 353 374 


* 


The elimination of a tax expenditure would not necessarily yield the full tax revenues shown in the table. See the publication Tax Expenditures: 
Notes to the Estimates/Projections, published in 2004 and available on the Department of Finance website (www.fin.gc.ca), for a discussion of 
the reasons for this. 


26 


"4 
v 
) 


Table 2 


Corporate Income Tax Expenditures (cont’d) 


Estimates Projections' 
2001 2002 2003 2004 2005 2006 2007 2008 
($ millions) 
Scientific research and experimental 
development investment tax credit 
Earned and claimed in current year 1,800 1,860 1,795 1,770 “SRS PTO ee eG 2255 
Claimed in current year but earned 
in prior years? 495 480 610 930 1,010 1,095 1,186 1,285 
Earned in current year but carried 
back to prior years 89 96 88 94 93 95 97 98 
Total expenditure 2,984 2,436 Zoo “2°94. 2,888 3,000. 3.042 "i615 
Write-off of capital assets before 
available for use n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Apprenticeship Job Creation Tax Credit! - = - - ~ 145 200 205 
Small Business 
Deduction of allowable business 
investment losses!! 35 35 25 21 23 28 31 33 
Low tax rate for small businesses !¢ 3,650 3,610 8,440 3,305 3,560 3,940 4,250 4,420 
Accelerated rate reduction 
for small businesses !2 50 65 35 v a *e = 
Non-taxation of provincial assistance for 
venture investments in small businesses n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
International 
Exemption from Canadian income tax of 
income earned by non-residents from 
the operation of a ship or aircraft in 
international traffic n.a. n.a. n.a. n.a. n.a. na. na. n.a. 
Exemption from tax for international 
banking centres n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Exemptions from non-resident 
withholding tax'4 
Dividends 340 325 400 590 506 625 685 720 
Interest 
On deposits 400 185 135 110 120 120 146 120 
On long-term corporate debt 195 170 195 365 260 260 255 260 
Other!® 220 330 415 260 3t0 310 305 310 
Rents and royalties 
Copyright royalties 36 29 43 31 36 38 40 42 
Rents and royalties for the use of, 
or right to use, other property Vile 125 91 90 105 110 115 125 
Research and development royalties 3 4 S S S S S S 
Natural resource royalties S S S S S S S S 
Rents from real property S S S S) S S S Ss 
Management fees 74 70 64 65 73 76 79 82 
Estate or trust income 10 18 4 11 12 13 13 14 
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Table 2 
Corporate Income Tax Expenditures (cont'd) 

Estimates Projections 
2001 2002 2003 2004 2005 2006 2007 2008 
($ millions) 
Non-taxation of life insurance 

companies’ world income n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Tax exemption on income of foreign 

affiliates of Canadian corporations n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Sectoral Measures 
Farming 
Cash-basis accounting na. na. n.a. Gear na. n.a. n.a. na. 
Deferral of income from destruction 

of livestock S S =) 4 S S S S 
Deferral of income from grain sold 

through cash purchase tickets '® -18 14 S +S) 14 S S S 
Flexibility in inventory accounting n.a. n.a. n.a. n.a. na. n.a. n.a. n.a. 
Agricultural cooperatives!” - ~ ~ - ~ 30 30 30 
Resource 
Corporate mineral exploration tax credit'!® - - S 12 pa 26 35 46 
Deductibility of contributions to . 

a qualitying environmental trust S S S S S S S S 
Earned depletion!? 45 24 14 28 38 38 33 30 
Net impact of the resource allowance and 

the non-deductibility of Crown royalties 

and mining taxes@2 285 360 365 395 420 225 25 = 
Tax rate on resource income?! -85 -210 -250 -505 -680 .-335 -40 _ 
Transitional arrangement for the Alberta 

Royalty Tax Credit22 - - S S 3 5 S S 
Other Sectors 
Exemption from branch tax for transportation, 

communications, and iron ore 

mining corporations n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Film or video production services tax credit?° 81 Th 110 115 120 130 185 140 
Low tax rate for credit unions24 79 80 69 67 KS 82 85 83 
Manufacturing and processing allowance2° 1,520: 1,130 470 75 = = = = 
Surtax on the profits of 

tobacco manufacturers2° -80 5 -75 -55 -55 fea: n.a. ae 
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Table 2 
Corporate Income Tax Expenditures (cont'd) 
Estimates Projections 
2001 2002 2003 2004 2005 2006 2007 2008 
($ millions) 
Other Measures 
Deductibility of countervailing 
and anti-dumping duties n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Deductibility of earthquake reserves 7 5 5 5 5 6 6 6 
Deferral through use of billed-basis 
accounting by professional corporations na, n.a. n.a. n.a. n.a. n.a. n.a. na. 
Holdback on progress payments 
to contractors?’ 20 5 25 40 40 40 40 40 
Interest credited to life insurance policies 66 68 76 81 82 85 89 93 
Non-taxation of certain federal 
Crown corporations n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Memorandum Items 
Mechanisms for the Integration of 
Personal and Corporate Income Tax 
Investment corporation deduction S S S S S S S S 
Refundable capital gains for investment 
corporations and mutual 
fund corporations@® 520 85 55 115 130 135 140 145 
Refundable taxes on investment 
income of private corporations@2 
Additional Part | tax?° -655 = -670 -800 -1,150 -1,285 -1,395 -1,490 -1,590 
Part IV tax -2,105 -1,940 -1,950 ‘-1,965 -2,140 -2,310 -2,465 -2,585 
Dividend refund 4,145 3,805 3,265 3910 4,260 4,600° 4,910 5,145 
Net expenditure 1000. laloo ays) 795 825 895 955 970 
Expenses Incurred to Earn Income 
Deduction for intangible assets n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Deductibility of provincial royalties 
(joint venture payments) for the Syncrude 
project (remission order)?! n.a. nia. na. ad = = a - 
Loss Offset Provisions 
Capital loss carry-overs 
Net capital losses carried back?? 585 1,425 465 210 205 250 285 310 
Net capital losses applied to current year 305 190 320 440 420 445 465 475 
Farm and fishing loss carry-overs 22 18 18 23 20 22 23 22 
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Table 2 

Corporate Income Tax Expenditures (cont’d) 

Estimates Projections’ 
2001 2002 2003 2004 2005 2006 2007 2008 
($ millions) 

Non-capital loss carry-overs 

Non-capital losses carried back 2,840 2,000 ‘1 O00. T3165: 1,260" -1 AIS" 1557 Oo. meres 

Non-capital losses applied to current year 2,995 3,385 6,060 37205 3.190 3/315, 73,405 37230 
Other 

Non-resident-owned investment 

corporation refund’? 285 420 135 - ~ - ~ - 
Partial deduction of meals and 

entertainment expenses 270 PMS, 280 305 335 370 385 365 
Patronage dividend deduction 240 390 330 300 405 440 455 435 
Notes: 


1 Unless otherwise indicated in the footnotes, changes in the projections from those in last year’s edition of this document as well as variations 


from year to year result from changes in the explanatory economic variables upon which the projections are based. These changes and 
variations also reflect the availability of new data and improvements to the methodology used to derive the estimates/projections. Estimates 
and projections reflect the impact of the reduction in the general corporate income tax rate to 27 per cent on January 1, 2001, 25 per cent 
on January 1, 2002, 23 per cent on January 1, 2008, 21 per cent on January 1, 2004, and 20.5 per cent on January 1, 2008. The corporate 
surtax, which raises these rates. by 1.12 percentage points, will be eliminated on. January 1, 2008. 


2 Donations in 2001 were significantly higher than the historical average. 


3 The increase observed for 2004 reflects the availability of new information compiled from corporate income tax returns filed for the 2004 
tax year. 


The Federal Accountability Act prohibits political contributions from corporations. Accordingly, this tax expenditure will be zero after 2006. 
5 Increases for 2004 and later years reflect a significant improvement in industry performance in 2004. 


6 The estimate for 2001 has been revised downward relative to last year to reflect improvements in methodology and the impact of the partial 
inclusion of capital gains on the value of the refundable capital gains for investment and mutual fund corporations. The lower amount in 2002 
reflects an estimated decrease in capital gains as well as the reduction in the corporate income tax rate. For the most part, the lower amounts 
in 2002 and 2003 are due to a decrease in capital gains resulting from declines in the market value of technology stocks. 


The amount of this tax expenditure can fluctuate significantly from year to year depending on the amount of advertising expenses claimed. 
8 Cyclical investments in oil and gas projects explain the downward trend from 2001 to 2003. 


9 The large amounts for 2004 to 2007 relative to last year’s estimates reflect the availability of preliminary data for 2004, which shows a 
substantial increase in the profitability of large firms engaged in scientific research and experimental development activities allowing them 
to use credits earned in previous years. 


10 This measure was introduced in the 2006 budget (see the “What’s New in the 2006 Report” section for more details), 


The amount of this tax expenditure can fluctuate from year to year depending on the amount of current-year losses and the availability of 
income against which to apply these losses, 


The reduction in the tax expenditure from 2001 to 2004 results from reductions in the benchmark rate. Projections reflect the increase 
in the amount of income eligible for the small business deduction (from $200,000 in 2002 to $400,000 in 2007) and the decrease in the 
small business tax rate from 12 per cent in 2007 to 11.5 per cent in 2008, followed by an additional half-point reduction, to 11 per cent, 
in 2009 announced in the 2006 budget. Methodological improvements have resulted in higher tax expenditures in all years compared to 
the 2005 publication. 


This measure was announced in the 2000 budget and became effective January 1, 2001. On that date the general federal corporate income 
tax rate on income between $200,000 and $300,000 earned by a Canadian-controlled private corporation from an active business carried on in 
Canada was reduced to 21 per cent. The lower rate on the general income of small businesses and the change in the general federal corporate 
income tax rate effective January 1, 2001, only partially affect the estimate for tax year 2001 since many firms reporting income in the 2001 tax 
year earned a portion of that income in the 2000 calendar year, before the rate reductions were introduced. Subsequent declines in the tax 
expenditure are a result of the reduction in the general corporate income tax rate and the increase, announced in the 2003 budget, in the 
amount of income eligible for the small business deduction. This measure was effectively eliminated on January 1, 2004, when the general 
corporate income tax rate was reduced to 21 per cent. Some tax expenditure occurs in 2004, however, as. many firms reporting income in 

the 2004 tax year earned a portion of that income in the 2008 calendar year. 
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Estimates and projections were computed on the basis of an analysis of payments to non-residents and withholding tax collections available for 
1997 to 2004. Significant variations from last year's estimates and projections are due mainly to revised and new data, as well as to specific 
methodological changes that were adopted to address certain deficiencies identified with the data. 


This category includes interest paid to non-resident persons or organizations that would be exempt from income tax in Canada were they 
residents in Canada. Also included is interest paid under certain securities-lending arrangements exempt under subparagraph 212(1)(b)(xii) of 
the Income Tax Act, and interest exempt under certain other domestic and treaty provisions. 


Projections are calculated using a historical average growth rate. Since tax expenditures are estimated on a cash-flow basis, an increase in the 
balance of uncashed grain tickets represents additional income that is being deferred and results in a positive tax expenditure. A decrease in 
the balance of uncashed grain tickets indicates that less income is being deferred and results in a negative tax expenditure. The tax 
expenditure estimates and projections are volatile over time since a small number of corporations are affected in a very specific sector. 
Estimates and projections are based on data obtained from Statistics Canada. 


This measure will apply only to patronage dividends paid after 2005. See the “What’s New in the 2005 Report” section in the 2005 Tax 
Expenditures and Evaluations publication for further details. 


This credit was introduced in the 2003 budget and phased in starting at 5 per cent in 2008, 7 per cent in 2004 and 10 per cent in subsequent 
years. In the prior years, tax expenditure estimates for this credit were based primarily on exploration estimates. The projections have now been 
modified to incorporate actual tax collection information for 2003 and 2004. Cost estimates include the value of credits used in the year, 
whether they were earned in the current year or carried forward from a previous year, and credits carried back to a previous year in the current 
year’s tax return. 


Additions to earned depletion pools were eliminated as of January 1, 1990. Determination of the tax expenditure reflects projected use of the 
existing earned pools. 


The tax expenditure is calculated as the revenue cost of the resource allowance net of Crown royalties and provincial mining taxes. Over a five- 
year period beginning in 2008, the resource allowance is being phased out and a deduction for Crown royalties and mining taxes phased in, so 
that by 2007, this tax expenditure will be removed. See the technical paper “Improving the Income Taxation of the Resource Sector in Canada” 
(Department of Finance, March 2008) for further details. Costs for 2007 relate to companies that do not have a December 31 year-end for 
which the 2007 tax year includes a portion of 2006 activities. 


Budget 2003 announced the extension to resource income of the lower general corporate income tax rate, to be phased in over five years 
beginning in 20083. Although the rate difference no longer exists in 2007, there are still costs associated with 2006 rates for companies that 
do not have a December 31 year-end and the 2007 tax year includes some income earned in 2006. 


The Alberta government has announced that the Alberta Royalty Tax Credit (ARTC) will be eliminated as of January 1, 2007. Costs for the 
federal transitional measure will continue into 2007 and 2008 because some credit amounts related to 2006 will only be received in 2007, 
and for companies that do not have a December 31 year-end, some amounts received in 2007 will fall into their 2008 taxation year. 


Projections for 2003 and subsequent years reflect the increase of the rate of the credit from 11 per cent to 16 per cent. 


The increases from last year’s projections for 2006 and 2007 are due to an increase in the growth rate of taxable income. This tax expenditure 
also includes credit unions’ deposit insurance corporations, which receive similar tax treatment to credit unions. 


Although this tax expenditure was eliminated on January 1, 2004, when the general corporate income tax rate was reduced to 21 per cent, 
many firms reporting income in the 2004 taxation year earned a portion of that income in the 2003 calendar year. 


The decrease in this tax expenditure after 2003 is due to the decrease in tobacco manufacturers’ profits. For confidentiality reasons, 
projections for 2006 to 2008 are not published. 


The amount of this tax expenditure can fluctuate significantly from year to year depending primarily on the level of construction activity. 
Therefore, it is projected at its historical average. 

For the most part, the large declines in 2002 and 2003 are due to a decrease in capital gains resulting from declines in the market value of 
technology stocks. 


Refundable tax provisions of the corporate income tax system provide some integration of the corporate and personal income tax regimes. 
For more information about these measures, see the 2004 publication Tax Expenditures: Notes to the Estimates/Projections. 


This item includes the additional 6% per cent refundable tax on investment income as well as the Part | tax paid on investment income in 
excess of the benchmark rate. Increases in this tax expenditure result from the increase in the difference between the Part | tax on investment 
income and the benchmark rate. 


The cost of the Syncrude Remission Order (“Order Respecting the Remission of Income Tax for the Syncrude Project,” P.C. 1976-1026, 

May 6, 1976 [C.R.C. 1978, Vol. VII, c. 794]) is published annually in the Public Accounts of Canada (ISBN 0-660-177792-7). The order expired 
on December 31, 2003.. 

Large values in 2001 and 2002 reflect, for the most part, the capital losses recorded in these two years resulting from declines in the market 
value of technology stocks. 

This measure was repealed in 2000. To allow for an orderly restructuring of their operations, however, existing non-resident-owned investment 
corporations were entitled to retain their status until the end of their last tax year that began before 2003. 
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Table 3 
GST Tax Expenditures” 
Estimates Projections 
2001 2002 2003 2004 2005 2006 2007 2008 
($ millions) 

Aboriginal Self-Government 
Refunds for Aboriginal self-government! 2 S S S S S S S S 
Business 
Exemption? for domestic financial services na. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Exemption for ferry, road and bridge tolls* a) 10 10 5 5 5 5 Ss) 
Exemption and rebate for legal aid services 25 25 20 25 30 25 25 30 
Non-taxability of certain importations® n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Rebates for foreign visitors® 80 85 85 70 80 70 20 ~ 
Small suppliers’ threshold ks 165 170 180 195 180 160 170 
Zero-rating’ of agriculture and 

fish products and purchases S S S S S S S S 
Zero-rating of certain purchases 

made by exporters S) S S S S S S S 
Charities and Non-Profit Organizations 
Exemption for certain supplies made 

by non-profit organizations n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Rebates for registered charities! 240 259 270 280 295 290 280 295 
Rebates for non-profit organizations’ 60 60 70 70 TS 15 70 £5 
Education 
Exemption for education services (tuition)4 395 435 470 505 535 529 SG 545 
Rebates for book purchases made 

by qualifying public institutions® oul 30 30 30 30 30 30 35 
Rebates for colleges' 80 85 85 80 80 80 80 80 
Rebates for schools! YAS) 380 380 400 420 410 400 420 
Rebates for universities | 180 205 240 260 Zo 270 260 270 
Health Care 

Exemption for health care services* 325 445 480 505 525 515 510 599 
Rebates for hospitals! 390 395 425 465 490 480 465 485 
Zero-rating of medical devices* 120 135 145 150 160 1S 155 165 
Zero-rating of prescription drugs* 430 465 500 585 S65 5do 545 Dige 
Households 

Exemption for child care and 

personal services# 130 130 130 20 130 130 VS 135 
GST/HST credit? S100 6S: 250) 7 Sato. 3,400 3,045 3,620!" 93660 7 =ser0 
Zero-rating of basic groceries* 5)2( OUN Solow 83; 650R 13.800 4015» 3,985°33,855 798095 


* 


The elimination of a tax expenditure would not necessarily yield the full tax revenues shown in the table. See the publication Tax Expenditures: 
Notes to the Estimates/Projections, published in 2004 and available on the Department of Finance website (www.fin.gc.ca), for a discussion of 
the reasons for this. 
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Table 3 
GST Tax Expenditures (cont’d) 
Estimates Projections 
2001 2002 2003 2004 2005 2006 2007 2008 
($ millions) 

Housing 
Exemption for sales of used residential 

housing and other personal-use 

real property n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 
Exemption for residential rent (long-term)* 1,275 1,855 1,420 1,445 1,518 1,490 1,465 1,565 
Rebates for new housing!° 640 785 835 925 990 1,015 970 1,050 
Rebates for new residential rental property 40 45 50 60 60 65 60 60 
Municipalities 
Exemption for municipal transit* 85 105 105 160 170 165 165 175 
Exemption for water and basic 

garbage collection services* 160 180 185 230 245 240 235 250 
Rebates for municipalities!:"7 700 Wes 805 1,485 1,510 1,480 1,485 1,500 
Memorandum Items 
Recognition of Expenses Incurred 

to Earn Income 
Rebates to employees and partners! 105 105 115 115 120 110 100 105 
Other 
Exemption for quick method accounting 200 205 219 230 245 240 230 245 
Partial input tax credits for meals and 

entertainment expenses!2 120 125 135 160 180 170 155 155 
Notes: 


1 


The public sector body rebates are based on Canada Revenue Agency administrative data for the years up to and including 2004. 
The projections are based on the National GST Model of the Department of Finance. 


These refunds are paid to Aboriginal governments that have an agreement providing for a GST/HST (harmonized sales tax) refund for goods 


and services acquired for self-government activities. 


Final consumers and businesses pay no tax on exempt goods and services. Vendors, however, are not entitled to claim input tax credits 
to recover the GST/HST paid on inputs to these products. 


The National GST Model used to generate these estimates is based on the 2002 national input-output tables from Statistics Canada and 
the latest release of the National Income and Expenditure Accounts. 


Certain importations are tax-free including, for example, duty-free personal importations by Canadian travellers. 
The Visitor Rebate Program is proposed to be eliminated effective April 1, 2007. 


Final consumers and businesses pay no tax on zero-rated goods and services. Vendors of zero-rated products are entitled to claim input 
tax credits to recover the GST/HST paid on inputs to these products. 


Book rebates are now taken directly from administrative data for 2001 to 2004. 

Based on personal income tax data. 

Estimates for the housing rebate are based on information provided by Statistics Canada. 

The rebate rate for municipalities increased from 57.14 per cent to 100 per cent effective February 1, 2004. 

This item includes the apprentice vehicle mechanics’ tools deduction. 

Based on tax expenditure estimates and projections reported for the personal and corporate income tax systems. 
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TAX EVALUATIONS AND RESEARCH REPORTS 


TAXES ON BUSINESS INVESTMENT: 
AN INTERNATIONAL COMPARISON OF 
MARGINAL EFFECTIVE TAX RATES 
IN THE MANUFACTURING SECTOR 


SS GIT LT OL DIT OTERO LESTE DELLE DA EIN LRT TH TACOS NAAN AON A AAT AO TMNT RTI n> 


Introduction 


The amount and quality of capital Canadians have to work with is a key determinant of their 
productivity, which is the ultimate determinant of the wages and hence the living standards that 
they can enjoy. The decision to invest is highly sensitive to the rate of return, and taxes have a 
direct and measurable effect on the rate of return. In order to assess the impact of taxes on capital 
spending, it is important to consider not only the statutory tax rate on corporate income but also 
all other elements of the tax system, which is often measured by what is known as the marginal 
effective tax rate (METR) on investment. 


Last year’s edition of Tax Expenditures and Evaluations contained a report summarizing the 
METR methodology and presenting estimates for all jurisdictions in Canada and the United States. 
This report extends the earlier analysis of Canada’s tax competitiveness by comparing the tax 
treatment of investment by manufacturers in Canada and 35 other countries. The focus is on 
manufacturing because it represents a large share of Canada’s inbound foreign direct investment 
and because manufacturing investment is particularly sensitive to international differences in rates 
of return. Comparisons with the US are especially important given the close economic linkages 
between the two countries, but it is also revealing to make comparisons with other members of 
the Group of Seven (G7), with other smaller open economies and with emerging economies. 


The main findings of the report are: 


e Canada’s manufacturing METR compares favourably with the US in 2011, when the measures 
announced in 2006 will be fully phased in. In the G7, only the United Kingdom and Italy have 
lower METRs. 


e Canada places a higher tax burden on manufacturing investment than most other countries, 
having the second highest METR among the group of smaller open economies and the fourth 
highest among emerging economies. 


e Canada stands out as one of five countries imposing capital taxes and one of three countries, 
including the US and China, levying retail sales taxes on investment goods. 


¢ Canada and the US are among eight countries in the comparison group that single out 
the manufacturing sector for special tax treatment such as lower tax rates and higher 
depreciation allowances. 


Marginal Effective Tax Rates—Methodology, 
Assumptions and Caveats 


A marginal effective tax rate is a comprehensive indicator of the tax burden on new investment. 

It combines in a single measure the statutory tax rate that applies to corporate income, factors that 
affect the corporate tax base—capital cost allowances and interest deductibility—and profit-insensitive 
levies such as capital taxes, investment tax credits and sales taxes on investment goods.! A METR 
measures the extra return on an investment required to pay corporate-level taxes, expressed as a 
percentage of the total return to shareholders. For example, if the gross-of-tax return to shareholders 
is 6 per cent and if the corporate tax system reduces this return to 4 per cent, the METR would be 
33 per cent.” 


1 A more detailed review of the methodology is presented in the 2005 edition of Tax Expenditures and Evaluations. 


2 Calculated as (6-4)/6. The return to shareholders is net of all expenses including depreciation. 
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In addition to tax parameters, calculation of METRs requires assumptions about the financial 
structure of firms, the rate of return on debt and equity and the rate of inflation, all of which are 
used to calculate the financial cost of capital.? The estimates are also sensitive to the capital assets— 
machinery and equipment, buildings, inventories—used by firms and how quickly they depreciate.* 
In order to focus on differences in tax systems, the same “economic” assumptions are used for all 
countries included in the international comparison. As a result, the comparisons examine the impact 
of applying different tax regimes to a given investment in Canada. 


An alternative approach would be to use country-specific tax and economic variables to calculate 
METRs. An international comparison would then show relative tax burdens on investment as they 
are affected by the tax system as well as by such factors as the rate of return on debt and equity, 
inflation and the mix of capital assets used in the investment. A case can be made that inflation is 
likely to be the single biggest source of variance in economic variables across countries, so some 
analysts present METR estimates based on common assumptions for all economic variables except 
inflation.® The impact on the estimates of making this change is shown in Annex 1. 


The METRs presented in this document are applicable to a large taxable firm making an 
investment that is small relative to its ongoing operations. This assumption ensures that there is 
no delay in using the deductions and credits available on the investment. A delay would result in 
a higher effective tax rate. 


Tax Competitiveness 


While the METR is a comprehensive indicator of how the tax system is affecting the decision 
to invest, there are circumstances in which the statutory tax rate is a more relevant indicator of 
tax competitiveness. 


e Differences in statutory rates determine the incentive for multinational enterprises to shift taxable 
income across international boundaries. 


e METRs are calculated assuming that the investment generates just enough income to pay 
shareholders the minimum rate of return. Firms undertaking projects that are expected to exceed 
this minimum return would be particularly concerned about the statutory rate, since all income 
above the minimum return is taxed at that rate. 


3 The financial cost of capital is a weighted average of the return on debt and equity paid by firms. The weights are 
determined by the economy-wide debt-asset ratio of 40 per cent. The returns on debt and equity are measured in real 
terms (i.e. observed returns are reduced by the inflation rate, assumed to be 2 per cent) and adjusted for risk. The 
adjustment for risk recognizes that suppliers of capital require a premium for investing in riskier assets, but in the long 
run expect to obtain the same real, risk-adjusted rate of return on all investments. 


4 The economic depreciation rates used in this study are based on analytical work undertaken at Statistics Canada over 
the last several years. This analysis indicates that the official estimates now being used by Statistics Canada are too 
low, particularly for structures. See Gellatly, G., M. Tanguay, and Y. Beiling, “An Alternative Methodology for Estimating 
Economic Depreciation: New Results Using a Survival Model,” Productivity Growth in Canaaa, Statistics Canada, 
Catalogue No. 15-204-XPE (2002); Baldwin, J., G. Gellatly, A. Patry, and M. Tanguay, “Estimating Depreciation Rates for 
the Productivity Accounts” Statistics Canada Working Paper, forthcoming; and Patry, A. “Economic Depreciation and 
Retirements of Canadian Assets: A Comprehensive Empirical Study,” Statistics Canada Working Paper, forthcoming. 


° Mintz, J. M., D. Chen, Y. Guillemette and F. Poschmann, “The 2005 Tax Competitiveness Report: Unleashing the 
Canadian Tiger,” C.D Howe Institute Commentary No. 216 (September 2005). 
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It is therefore important to consider both the statutory rate and the marginal effective rate when 
assessing the competitiveness of the tax system. 


Tax competitiveness is clearly not the only factor affecting foreign direct investment (FDI). Wage 
costs, the quality of labour, infrastructure, political risk, agglomeration effects (i.e. the presence of 
industrial clusters and a large market) and distance to export markets are some of the other factors 
affecting the decision to invest in a particular location. But investment decisions are highly sensitive 
to the rate of return, and taxes have a direct and measurable impact on the rate of return. 


Tax competitiveness with the United States is particularly important since that country supplies 
two-thirds of Canada’s inbound FDI and is the destination for more than 40 per cent of outbound 
FDI by Canadians. Further, overseas countries often invest in Canada to serve the North American 
market and would therefore be comparing locations in Canada and the US. Changes proposed by 
the federal and provincial governments in 2006 will give Canada a substantial statutory tax rate 
advantage over the US in 2011, assuming no further changes in the US, on both general and 
manufacturing income (Table 1). Canada’s advantage as measured by the marginal effective tax rate 
on investment is, however, considerably smaller (Table 2). 


Table 1 
Statutory Tax Rates on Corporate Income in 2011—Canada and the US 
(Combined Federal/Provincial-State) 


Canada US Canada-US 
(%) pail 

Pre-2006 measures 

General income 35.4 39.4 -4.0 
Manufacturing 34.3 36.1 -1,8 
Combined 35.0 31.9 -2.9 
Post-2006 measures' 

General income 31.1 39.4 -8.3 
Manufacturing 30.3 36.1 -5.8 
Combined 30.8 Brg -7.1 


1 Includes measures announced in federal and provincial/state budgets as well as Canada’s Tax Fairness Plan and Saskatchewan retail sales tax 
reduction, both announced in October 2006. 
Despite the dominant position of the US, Canada does compete against many other countries 
for investment. For example, Mexico is an alternative location for FDI by US and overseas firms 
if transport costs, duty-free entry or other factors necessitate a North American location.® In many 
cases, however, there is no compelling reason to locate in North America, so Canada is competing 
against a long list of countries for inbound FDI. Finally, Canadian multinational enterprises often 
have the choice of serving foreign markets through exports from Canada or by setting up production 
facilities abroad. More than half of Canada’s non-US outbound FDI goes to the European Union 
while the balance is spread over a large number of developed and emerging economies. 


6 The free trade agreements (FTAs) between Mexico and a large number of countries strengthen Mexico’s position as 
a competitor for overseas investment. Mexico has FTAs with the European Union, Japan, the European Free Trade 
Association, most Latin American countries, except the Mercosur, and Israel. Mexico is currently negotiating FTAs 
with the Mercosur and South Korea. 
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Table 2 
METRs in 2011—Canada and the US (Combined Federal/Provincial-State) 
Canada US Canada-US 
(%) 
Pre-2006 measures 
Manufacturing 30.7 30.0 OFF 
All sectors 34.6 34.4 0.2 
Post-2006 measures! 
Manufacturing 27.0 30.0 -3.0 
All sectors Stel 34.4 -3.3 


1 Includes measures announced in federal and provincial state budgets as well as Canada’s Tax Fairness Plan and Saskatchewan retail sales tax 
reduction, both announced in October 2006. 


International Comparison 


In order to assess the competitiveness of Canada’s tax system, METRs for 36 countries have been 
prepared. All 30 members of the Organisation for Economic Co-operation and Development 

are included, along with four emerging economies, Hong Kong Special Administrative Region (SAR) 
and Singapore. The estimates include national and sub-national taxes,’ except those applicable in 
selected regions of sub-national jurisdictions. This report is primarily concerned with how Canada’s 
business tax system affects FDI, so it focuses on METRs for the manufacturing sector,’ which 
accounts for more than 40 per cent of Canada’s inbound FDI and the bulk of “footloose” FDI—i.e. 
FDI that supports production that is not tied to a specific location, making it particularly sensitive to 
tax differentials across countries. In contrast, most service sector industries are oriented to the 
domestic market, making FDI in these industries less sensitive to international tax differentials.” 


Canada taxes business investment in the manufacturing sector at a high rate relative to the 
countries in the comparison group, occupying the ninth highest position for the METR, projected 
for 2011 (Chart 1). The impact on Canada’s tax competitiveness of corporate tax reductions 
proposed in 2006 is highlighted in Chart 1, which shows Canada with the sixth highest METR prior 
to these initiatives. The corporate tax reductions proposed by the federal government in 2006 will 
trim 3.2 percentage points from the Canadian manufacturing METR in 2011, while provincial 
measures will subtract a further 0.6 percentage points. These proposed changes are likely affecting 
investment decisions now, particularly for projects with long lead times, because investment is 
affected by expected after-tax returns. 


The estimates exclude property taxes and other business taxes imposed by municipal governments. The main reason 
for their exclusion is that part of local taxes represents a fee for service received, but data limitations preclude 
determination of the fee-for-service element. 


8 METRs are available for 32 manufacturing industries. Research and development (R&D) assets are not included in 
the comparison. 


Footloose industries in the service sector include call centres and a number of other business services, but these 
industries account for a very small share of both Canada’s inbound FDI and service sector output. 
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In these 36 countries, statutory tax rates and manufacturing METRs are correlated, but in most 
countries the statutory rate overstates the overall tax burden on investment as deductions and credits 
reduce the effective tax rate (Table 3 and Chart 1). In addition, there is substantially less variance 
across countries in the statutory rate than in the METR. 


The countries examined have been organized into three groups for comparison purposes: 
G7 countries, smaller developed countries and emerging and transition economies.!9 On average, 
the G7 countries impose the highest taxes on business investment, with both the statutory tax 
rate and the METR well above the corresponding averages for the other groups (Table 3). It is 
sometimes argued that large economies can sustain relatively high business tax rates because capital 
is more efficient due to agglomeration effects, so governments are able to capture some of the 
benefits through higher taxes.!! Smaller economies, in contrast, may be using tax policy to offset 
locational disadvantages as well as the perception that investments in these countries are riskier due 
to exchange rate fluctuations and the potential for suffering reduced access to export markets. This 
pattern can be seen more clearly in a comparison of the typical country in each group, as measured 
by the median,!? which shows successively lower METRs for G7 countries, smaller open economies 
and emerging economies. 


Chart 1 
METR and Corporate Statutory Tax Rate (STR) by Country’ 
(Manufacturing Sector, 2011) 
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Germany — 
Canada Pre- 
2006 measures — 
France — 
Australia — 
Canada Post- 
2006 measures — 
Austria — 
Luxembourg — 
Denmark — 
Sweden — 
Korea, Rep. — 
New Zealand — 
Russian 
Federation — 
Mexico — 
Switzerland — 
Netherlands — 
Iceland — 
Czech Rep. — 
Slovak Rep, — 
lreland — 
Hungary — 
Greece — 
Turkey — 
Hong Kong 
Belgium — 
Singapore — 


1 Includes all announced policy initiatives that will be effective by 2011. Excludes R&D assets. 


10 Countries are grouped according to per capita gross national income (GNI) in 2004 adjusted for purchasing power 
parity. Smaller developed countries have per capita GNI of at least $22,000 while emerging and transition economies 
have per capita GNI below this threshold. Source: The World Bank (2006). 

11 See, for example, Haufler, A., and |. Wooton, “Country Size and Tax Competition for Foreign Direct Investment,” 
Journal of Public Economics, vol. 71 (1999), pp. 121-139. 

12 The median METR for emerging and transition economies is substantially lower than the mean or average METR 
because of a particularly high METR in China. 
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Table 3 
Summary Statistics—METR and Corporate Statutory Tax Rate (STR) 
METR (%) Corporate STR (%) 
Coefficient Coefficient METR/STR 

Median Mean of variation Median Mean of variation correlation 
All countries lel eae 49.4 QS Zien Zot 0.74 
G7 members 30.0 BO.7 20a con! 35.9 11.4 0.69 
Smaller developed 
economies! PA TOR 38.2 20 25a DEV) 0.67 
Emerging and 
transition economies 15.9 24.2 55.9 ANS ANG) PSS ORME 
Canada 2G SOKS 


1 Statistics exclude Singapore and Belgium. Their low METRs significantly alter the results, lowering the METR/STR correlation to 0.2 for smaller 


developed economies. 


The ability to attract and retain internationally mobile capital is not, however, the only reason to 
be concerned about the competitiveness of Canada’s tax system. If Canada imposes a relatively high 
tax burden on business investment, the amount of capital per worker in firms operating in Canada, 
whether serving the domestic market or selling overseas, is likely to be lower than in other countries, 
which would put downward pressure on relative levels of productivity and wages in Canada. 

A comparison of economy-wide METRs on investment is more appropriate to address this issue. 


METRs for the overall economy are generally higher than for the manufacturing sector, and the 
international rankings change slightly. Canada’s ranking deteriorates from ninth to seventh highest 
when METRs for the overall economy are compared. While only eight countries in the comparison 
group have explicit tax preferences for manufacturing, such as lower tax rates, most countries provide 
depreciation allowances for machinery and equipment that are generous relative to other assets. 

The manufacturing sector benefits disproportionately from this policy approach because it makes 
particularly intensive use of machinery and equipment (see Annex 2 for additional details). 


Comparison With Other G7 Countries 


Canada has the third lowest manufacturing METR among the G7 countries, although the gap 

with the US and France is not large. Italy has the least onerous business tax regime, undercutting 
the Canadian METR by 4% percentage points (Chart 2). The decomposition of the METR shown 
in Chart 2 reveals that a low statutory income tax rate is the main reason for Canada’s favourable 
ranking. Canada has the second lowest statutory rate in the G7, only half a percentage point higher 
than in the UK. | 
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In contrast, the capital cost allowance (CCA) regime has only a small adverse impact on Canada’s 
tax competitiveness in the G7. CCA recognizes for tax purposes the annual expense resulting from 
the depreciation of a capital asset over its useful life. The positive values shown in Chart 2 for 
“economic depreciation less CCA” therefore indicate that in all G7 countries, CCA is not adequate 
to compensate for economic depreciation.!? However, the impact on the METR of a given gap 
between economic depreciation and CCA rates is affected by the statutory rate of income tax: 
inadequate recognition of economic depreciation increases taxable income, so the impact on the 
METR nises along with the statutory rate. Removing the statutory rate from the calculation 
therefore isolates the relative impact of CCA regimes on METRs. This is shown in Panel B of 
Chart 2, which demonstrates that most G7 countries have similar CCA regimes. The exceptions are 
Italy, which comes closest to offering adequate recognition of economic depreciation of assets, and 
Japan, which has one of the least generous CCA provisions among the 36 countries examined. 


In contrast to the CCA regime, inventory accounting methods slightly reduce Canada’s advantage 
relative to other G7 countries. In an inflationary environment, firms realize a gain on inventories 
because there is usually a lag between when goods are produced and when they are sold. Firms are 
required to bring this gain into taxable income under first-in first-out (FIFO) inventory accounting, 
but not under the last-in, first-out (LIFO) inventory accounting convention, which effectively values 
inventories in line with current production costs.!+ This difference in taxable income results in a 
higher METR under FIFO accounting than under LIFO. In the G7, Canada, the UK and France 
do not allow LIFO inventory accounting for tax purposes. 


Germany and Italy impose restrictions on interest deductibility that put substantial upward 
pressure on their METRs. In Germany, sub-national governments allow only 50 per cent of interest 
expense to be deducted from taxable income, thereby raising the national METR more than 
5 percentage points. Sub-national governments in Italy do not allow any deduction for interest 
on debt issued to finance capital investment, raising the national METR just over 3 percentage 
points. Japanese firms are not allowed to deduct interest payments on debt issued to finance the 
purchase of land, but this has a negligible impact on the METR given the small share of land in 
the capital structure of firms. 


13 Inflation affects the adequacy of CCA. Economic depreciation is calculated using the replacement cost of the asset 
while CCA is calculated using the original purchase price of the asset. As a result, even if the CCA rate is equal to the 
economic depreciation rate, in the presence of inflation it will not fully recognize depreciation expense for tax purposes, 
which will put upward pressure on the METR. In Canada, the declining real value of CCA accounts for almost half of 
the impact shown in Panel A of Chart 2, adding about 4 percentage points to the METR. See Annex 3 for a more 
detailed discussion of capital cost allowances and inflation. 


14 Note that inventory accounting methods put upward pressure on the METR even in those countries that allow LIFO 
accounting since many firms still choose to use FIFO inventory accounting. Countries allowing the use of LIFO 
accounting for tax purposes require businesses to adopt LIFO for financial reporting as well. Since LIFO accounting 
produces lower earnings and may result in higher bookkeeping costs, some firms prefer to use FIFO in both tax and 
financial accounts. US survey information suggests that the share of firms using LIFO accounting for some or all of their 
inventories is around 50 per cent. (Source: American Institute of Certified Public Accountants, Accounting Trends and 
Techniques, 58th edition (2004), p.177). In our METR calculations, this share is assumed to apply to all countries that 
allow LIFO except Mexico, where there are no restrictions on the use of LIFO. 
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METR Comparison—G7 
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' Represents the contribution to the METR of each tax item. Elimination of sales or capital taxes may not reduce the METR by the amount shown 
because of interactions with the rest of the tax system. 


® Includes stamp duties in Italy. 


Panel B: Economic Depreciation Rate Less CCA Rate’ 
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' The comparison in Panel B isolates the relative impacts of CCA regimes on METRs by removing the statutory tax rates embedded in the 
net value of the CCA deduction presented in Panel A. Panel B presents the percentage-point difference between the average economic 
depreciation rates and the average CCA rates adjusted for the effect of inflation and converted to declining-balance equivalents 
when appropriate. 
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Canada and the US are the only G7 countries that levy capital taxes.!> By 2011, capital taxes will 
be levied in only four Canadian provinces—Ontario,!© Quebec, Nova Scotia and Manitoba. These 
capital taxes increase the national METR by 1% percentage points. In the US, about a third of the 
states now levy capital taxes and no changes have been announced. Similarly, in the G7, only 
Canadian provinces and US states impose retail sales taxes that apply to capital goods. In Canada, 
the five provinces that levy retail sales taxes generally offer some exemptions for capital inputs, 
particularly for machinery and equipment used in manufacturing, that substantially reduce the 
effective sales tax rate on capital goods in the manufacturing sector. As a result, retail sales taxes 
raise the Canadian METR by approximately 24 percentage points, compared to the 9 percentage 
points that would prevail in the absence of any exemptions. In the absence of provincial taxes on 
both capital and retail sales, the Canadian manufacturing METR would be the second lowest in 
~ the G7, just half a percentage point higher than in Italy. 


In the US, state governments also offer exemptions that reduce the impact of retail sales taxes 
on the price of capital goods. Many US states levying retail sales taxes provide investment tax credits 
(ITCs) that further attenuate the impact of retail sales taxes on the METR, as can be seen from 
the downward arrow in Chart 2.!7 While several of the smaller Canadian provinces offer ITCs, 
the largest effect comes from the federal credit for investment in the Atlantic provinces. 


Comparison With Smaller Developed Economies 


A comparison of the tax treatment of business investment in other smaller developed economies is 
of interest not only because some are direct competitors with Canada for FDI, but also because the 
comparison provides a perspective on alternative corporate tax strategies undertaken by countries 
that have some similarities with Canada. 


Canada taxes manufacturing investment at the second highest rate among the 17 countries 
that are included in the comparison (Chart 3). All of the key elements of the tax system contribute 
to Canada’s relatively poor performance in this group, with the biggest impacts coming from 
the statutory tax rate, sales taxes on capital inputs and capital taxes. Canada’s statutory tax rate is 
the third highest in the group, behind Belgium and New Zealand. 


1S Stamp taxes, which are one-time charges on additions to equity or debt by a firm, are levied on equity in Italy but have 
a negligible impact on the METR. 

16 Ontario has tabled legislation to eliminate capital taxes by 2012, and will eliminate them by 2010 if the province's fiscal 
situation permits. 

17 A retail sales tax and an ITC set at the same rate have no net impact on the METR since the retail sales tax increases 
the price of a capital good while an ITC lowers it. 
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Chart 3 
METR Comparison—Smaller Developed Economies 
(Manufacturing Sector, 2011) 

Panel A: METR Decomposition’ 
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' Represents the contribution to the METR of each tax item. Elimination of sales or capital taxes may not reduce the METR by the amount shown 
because of interactions with the rest of the tax system. 


@ Includes stamp duties in Austria, Spain, Greece and Switzerland. 
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' The comparison in Panel B isolates the relative impacts of CCA regimes on METRs by removing the statutory tax rates embedded 
in the net value of the CCA deduction presented in Panel A. Panel B presents the percentage-point difference between the average 
economic depreciation rates and the average CCA rates adjusted for the effect of inflation and converted to declining-balance equivalents 
when appropriate. 
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No countries in the comparison group impose sales taxes on capital inputs and only Luxembourg 
and Switzerland (at the canton level) levy capital taxes.!8 In the absence of provincial sales and 
capital taxes, Canada’s METR on investment in the manufacturing sector would be the sixth 
highest in the group of smaller developed economies. Canada’s CCA regime is less generous than 
the average (Chart 3, Panel B), largely due to a relatively low CCA rate for manufacturing plants 
(Chart A3-1 in Annex 3). Increasing the CCA rate on manufacturing plants to align it with 
economic depreciation would trim approximately 4 percentage points from the Canadian METR. 


The CCA regimes add an unusually large amount to the METRs in Austria, Australia and Norway. 
Firms in Austria are able to specify the service life of assets for tax purposes but must use straight-line 
depreciation; this restriction severely reduces the value of deductions for depreciation compared to 
the declining-balance method, which allows greater deductions early in the life of the asset.!? As a 
result, Austria has the third most restrictive CCA regime among the 36 countries examined. Firms 
in Australia are allowed to use their own service life estimates for machinery and equipment, but 
most choose those specified by the Commissioner of Taxation, which are reasonably well aligned 
with useful lives. The specification of CCA rates, however, leaves firms with a substantial 
undepreciated balance at the end of the useful life of an asset. 


The CCA regimes in Singapore, Hong Kong (SAR) and Greece are more than adequate to cover 
economic depreciation, as indicated by the descending arrows in Chart 3. In Singapore, tax 
depreciation exceeds economic depreciation by such a large margin that the overall manufacturing 
METR is substantially negative—the tax system is providing a large subsidy to investment. 


The METR is zero in Belgium, allowing, as of 2006, a deduction for a notional return on equity 
in order to provide similar tax treatment for debt and equity financing.2° This new measure reduces 
the METR by almost 20 percentage points. 


Comparison With Emerging and Transition Economies 


The typical emerging economy?! has the lowest METR and, by a small margin, the lowest statutory 
rate in the three comparison groups (Table 3). The Canadian METR is higher than in all countries 
in this group except China, Brazil and India (Chart 4, Panel A), while the Canadian statutory rate 
is the third highest, behind Brazil and India. 


18 Stamp duties are levied in Switzerland, adding 3 percentage points to the METR; in Austria and Greece, raising the 
METR about 1% percentage points; and in Spain, with a negligible impact on the METR. 

19 Under the straight-line method, the annual depreciation expense is equal over the life of the asset. Under the 
declining-balance method, the annual deduction for depreciation is a constant fraction of the remaining value of 
the asset. As a result, the annual depreciation deduction is largest in the early years of the asset’s life under the 
declining-balance method. 

20 The measure allows a deduction based on the risk-free return to equity determined by applying a risk-free interest rate 
to the book value of equity. Since the METR is developed assuming investments earn this minimum rate of return, 
in the absence of the capital taxes, stamp duties or sales taxes on investment goods, the deduction reduces the 
income tax METR to zero. Note that returns above this minimum rate are taxed at the statutory rate of incomes tax. 


21 As measured by the median. 
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Chart 4 
METR Comparison—Emerging and Transition Economies 
(Manufacturing Sector, 2011) 


Panel A: METR Decomposition’ 


per cent 
9S SS 
cai IKE 
pO eae cane Are ag wam Sales tax on capital inputs 
450s eee ee 2 eee, = [= Capital taxes? 
a9 Economic depreciation less CCA 
AQue= aaa a oe LS te Se, ee er Inventory accounting 
[4 Corporate income tax net of 
35 ae : i cS a at a a eee interest deductibility 
210) Sag SSS aS ae SSS eae a ee ee eee 
2ow 
20 
1) 
10 
5 
0 


China 
Mexico 


Korea, Rep. 
Russian 
Federation 
Czech Rep 
Slovak Rep. 
Emerging and 


transition economies 


' Represents the contribution to the METR of each tax item. Elimination of sales or capital taxes may not reduce the METR by 
the amount shown because of interactions with the rest of the tax system. 


® Includes stamp duties in Portugal and Poland. 
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' The comparison in Panel B isolates the relative impacts of CCA regimes on METRs by removing the statutory tax rates 
embedded in the net value of the CCA deduction presented in Panel A. Panel B presents the percentage-point difference 
between the average economic depreciation rates and the average CCA rates adjusted for the effect of inflation and converted 
to declining-balance equivalents when appropriate. 
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Among these emerging economies, only India imposes a capital tax?* and only China imposes 
sales taxes on capital goods. Portugal is the only country in the comparison group that offers 
an investment tax credit. A 5 per cent investment tax credit is available on most investment in 
machinery and equipment exceeding the average investment of the previous two years, which 
reduces the METR by | percentage point, as indicated by the descending arrow in Panel A of 
Chart 4. 


China has, by a substantial margin, the highest METR of all 36 countries, reflecting a restrictive 
CCA regime (Chart 4, Panel B) as well as the impact of sales taxes on capital goods. China has 
a value-added tax (VAT), but does not allow input tax credits for investment in machinery and 
equipment, which adds almost 21 percentage points to the METR.?? Brazil’s tax system is 
characterized by a relatively high statutory tax rate and a relatively restrictive CCA regime, 
particularly for machinery and equipment. Straight-line depreciation must be used for all assets, 
and the useful lives for machinery and equipment are longer than in most other countries in the 
comparison group. India also has a relatively high statutory rate. Its CCA regime is also more 
restrictive than the average for the group of emerging economies, largely due to the 2005 budget, 
which scaled back the CCA rate for machinery and equipment, from 25 per cent straight-line to 
15 per cent. 


Mexico, which competes with Canada for inbound FDI, is the only country of the 36 to fully 
index its tax system for inflation.?* Relatively high straight-line CCA rates are available for machinery 
and equipment, which, when combined with inflation adjustment, results in a CCA regime that 
comes close to compensating for economic depreciation. Turkey has the lowest METR in the group, 
due to a relatively low statutory tax rate and depreciation allowances that more than compensate for 
economic depreciation. 


22 Stamp duties are levied in Portugal and Poland, raising the METR 3.1 and 1.6 percentage points respectively. 


23 China has expressed interest in implementing a full VAT system, but has no specific plans to do so. The government 
has been experimenting with such a system in three northern provinces since 1999 where tax credits are offered to 
foreign enterprises, which account for less than 1 per cent of total investment. The government recently extended the 
VAT credit program to the central-western region but limited the measure to the purchase of domestically made 
machinery and equipment, which again accounts for a small share of total investment. 


24 Portugal allows depreciation allowances to be revalued to account for inflation, but only 60 per cent of the revaluation is 
deductible. As explained in Annex 3, this restriction provides an offset to the effects of inflation on interest deductibility. 
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Conclusion 


This paper compares manufacturing METRs in Canada, the US and 34 other countries in order to 
assess Canada’s ability to attract and retain the substantial volume of internationally mobile capital. 
The focus is on manufacturing because it represents a large share of Canada’s inbound foreign direct 
investment and because manufacturing investment is particularly sensitive to international differences 
in rates of return. 


Federal business tax reductions announced in 2006, along with provincial initiatives, will give 
Canada an overall tax advantage in manufacturing over the US, which is the major source 
of inbound foreign direct investment and the most important destination for Canada’s outbound 
investment. Canada will also have an advantage over other G7 countries, except the UK and Italy. 
But Canada is competing against many other countries for internationally mobile capital, and even 
with the measures announced in 2006 the tax burden on investment in manufacturing is higher in 
Canada than in almost all other smaller developed economies. Provincial sales tax reform and 
elimination of capital taxes would substantially improve Canada’s tax competitiveness. 


The ability to attract and retain internationally mobile capital is not, however, the only reason 
to be concerned about the competitiveness of Canada’s tax system. A relatively high tax burden 
on business investment will reduce the amount of capital per worker in firms operating in Canada, 
and this will put downward pressure on relative levels of productivity and wages in Canada. This 
issue is more appropriately addressed through an international comparison of economy-wide 
METRs, which also indicates that Canada places a greater tax burden on business investment 
than most other countries. 
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Annex 1 


Impact of Country-Specific Inflation Rates 


2% Inflation 


Country-Specific Inflation 


Difference 
METR (%) Rank Rate (%) = METR (%) Rank in rank 
China 52.2 { 1.0 51.3 { 0 
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Norway 26.5 10 2.2 26.8 10 O 
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Annex 2 


Comparison of Manufacturing and Economy-Wide METRs 


The METR for manufacturing in most countries is lower than in other sectors (Table A2-1). 

This is occasionally the result of tax provisions targeting the manufacturing sector, but in most 
cases it is the result of preferential treatment of investment in machinery and equipment (M&E). 
The manufacturing sector benefits disproportionately from this policy approach because it makes 
particularly intensive use of M&E. The international rankings are not very sensitive to comparing 
economy-wide METRs instead of manufacturing METRs: only three countries experience a change 
in rank of four positions or more. Canada’s ranking deteriorates from ninth highest to seventh 
highest when economy-wide METRs are compared. 


The US is the only country to have a special low tax rate for manufacturing income at the 
national level. A federal corporate income deduction for production activities of up to 9 per cent 
will be available by 2010, and so far 27 states have followed the federal government in granting 
the deduction. In Canada, there used to be a lower statutory tax rate for manufacturing but now 
the federal statutory rate is equal for all businesses. A number of provinces such as Ontario have 
retained a preferential rate on manufacturing income. In no other countries do sub-national 
governments vary income tax rates by sector. 


In addition to special income tax rates, Canada and the United States provide investment tax 
credits and exemptions from retail sales taxes that target the manufacturing sector. For example, 
all service sector industries are excluded from the Atlantic investment tax credit. The only other 
country providing an investment tax credit is Portugal, which is available for incremental investment 
in M&E. 


Eight countries vary capital cost allowance (CCA) rates for assets by industry of use, but only 
Hong Kong (SAR) targets the manufacturing sector. In recognition of higher economic depreciation, 
most countries have higher CCA rates for manufacturing plants than for other types of buildings. 
But only seven of these countries give preferential treatment to manufacturing plants as measured 
by the gap between economic depreciation and CCA rates for manufacturing plants compared to 
other buildings. In contrast, most countries give preferential treatment to M&E, wherever it is 
used, by aligning CCA rates more closely with useful lives for M&E than for structures. Countries 
adopting this approach have lower manufacturing METRs than in other sectors because M&E 
makes up over 60 per cent of depreciable capital assets in the manufacturing sector compared to 
about 40 per cent in other sectors. Italy allows firms to deduct two times the normal depreciation 
allowance for the first three years. This approach provides a bigger benefit to assets with a relatively 
short useful life. Since these assets are used disproportionately in the manufacturing sector, the 
METR is lower than in other sectors. 


The METR for manufacturing is higher than the economy-wide METR in 10 of the 
36 countries. However, the difference is significant only for the Slovak Republic, where the 
METR for manufacturing is 20 per cent higher than that for all sectors as a result of more 
generous CCA for commercial buildings and for some types of M&E used in the service sector, 
such as computers. 
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Table A2-1 
International METRs in 2011: Manufacturing—All-Sector Comparison 

Manufacturing All sectors Difference Difference 

(%) Rank (%) Rank (%-pts) in rank 

China 52.2 { 51.2. 1 Ce ey 
Japan! AAG? 2 43.4 3 la 1 
India? 40.6 3 43.9 2 3.3 -4 
Brazil 32.0 4 31.9 6 -0.1 2 
Germany! 31.4 5 OPT 5 113 0 
France 30.7 6 29.6 8 “Al 2 
Us!2 30.0 re 34.4 4 4.4 -3 
Australia! 29.5 8 29.0 10 -0.4 2 
Canada? 27.0 fe) B44 7 4.1 -2 
Norway 26.5 10 27.4 1 0.9 
Austria Zou 14 Porta 13 -0.6 2 
Luxembourg 24.7 kz 24.5 15 -0.2 3 
UK? DAT 13 29.3 fe) 4.6 ad, 
Spain 23.6 14 24.6 14 1.0 0 
Denmark 28.1 15 BO" 19 “10 4 
Sweden 22.9 16 23.6 16 0.7 0 
Italy 22.5 i? 26.5 12 4.0 5 
Korea, Rep. ! ee 18 22.8 17 0.5 “4 
New Zealand! OT 19 22.6 18 1.5 “4 
Russian Federation 19.6 20 Avett 21 -0.9 1 
Finland 19.5 21 20.3 20 0.8 -4 
Mexico! 7A 22 16.7 25 -0.4 3 
Switzerland 16.8 28 17.9 24 ta) 
Netherlands 16.3 24 shored 22 Phe 
Iceland 15.0 25 16.3 OF 13 
Portugal? 14.6 26 18.7 23 4.1 “3 
Poland 142 Ns 16.3 26 a -| 
Czech Rep. 14.1 28 14.7 28 0.5 @ 
Slovak Rep. 13.5 29 2 32 2.9 3 
lreland® 10.8 30 12.6 29 1.8 “4 
Hungary 10.2 31 Ties 31 1.0 0 
Greece 9.5 ae te) 30 2 -2 
Turkey 6.6 33 8.0 33 1.3 0 
Hong Kong (SAR)*:4 1.9 34 7.4 34 5.5 @) 
Belgium O 35 @) 35 @) @) 
Singapore? -59.8 36 -23.6 36 36.2 0 


' CCA rates vary by industry of asset use, but manufacturing is not targeted. 
Corporate income tax rate, retail sales taxes and investment tax credits vary by industry. 
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Higher CCA rates for manufacturing plants than for other buildings. 
4 Accelerated CCA is available for all tangible assets used in manufacturing. 
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Annex 3 


Capital Cost Allowances and Inflation 


In most countries examined in this study, capital cost allowances (CCA) do not adequately 
recognize for tax purposes the expense resulting from the depreciation of a capital asset over its 
useful life. CCA rates are applied to the book value of assets with no adjustment for increases in 
prices. With inflation, CCA rates will therefore be inadequate even if they are set equal to economic 
depreciation rates, which will put upward pressure on the METR. Simply adjusting CCA for 
inflation would, however, leave intact another inflation-related bias that reduces the METR on 
fixed capital investment. 


Firms finance capital acquisitions in part by issuing debt, and the interest paid is a tax-deductible 
expense. In an inflationary environment, the interest expense consists of a payment to compensate 
the lender for the declining real value of the principal amount (the “inflation premium”) and a 
payment to compensate the lender for use of the principal. The inflation premium is effectively 
an early repayment of principal, which is not normally a deductible expense. Allowing a deduction 
for the inflation premium therefore puts downward pressure on the METR, cushioning the impact 
of inflation on the real value of CCA. The offset is incomplete since on average in Canada capital 
acquisitions are financed with 40 per cent debt and 60 per cent equity. 


In a fully indexed tax system, the CCA system would be adjusted to reflect inflation, and only 
the real value of interest payments would be a deductible expense, along with a number of other 
adjustments.?° This result could be approximated by setting CCA rates that compensate exactly 
for economic depreciation less the benefit from nominal interest deductibility.2° This approach to 
calculating a neutral CCA rate is presented in Table A3-1. 


Table As-1 
Calculation of a “Neutral” CCA Rate 
Economic Penalty Inflation- Benefit from Neutral 
depreciation for nominal adjusted nominal interest CCA 
rate CCA CCA rate deductibility rate 
Manufacturing plants 10.0% + 5.4% = 15.4% : 2.2% = 13.2% 
Automated manufacturing and 
processing equipment 21.0% + 10.0% = 31.0% - 4.8% = 26.2% 


Note: Calculations assume a 2% inflation rate and 40% debt/asset ratio. Under 100% debt financing, the neutral CCA rate would be 3 percentage 
points lower for manufacturing plants and 6.5 percentage points lower for machinery and equipment. 


As pointed out in the text, CCA rates in most countries are inadequate to compensate 
for depreciation expense measured in real terms. This shortfall is illustrated in Chart A3-1 for 
manufacturing plants, which shows that CCA rates in most countries, including Canada, are in 
fact below the economic depreciation rate. CCA rates are above the neutral rate in 11 countries. 


25 The most important of these other adjustments is to allow firms to use last-in, first-out inventory accounting, which 
prevents inflation-related gains on inventories from being included in taxable income. 


26 For a more detailed explanation see Chen, Duanjie, and Jack Mintz, “Canadian Pipeline Contruction Cost 
Considerations For Capital Cost Allowances,” (2005). 


56 


CCA is substantially more generous for automated manufacturing and processing equipment, 
which accounts for about a third of machinery and equipment used in manufacturing, more than 
compensating for real depreciation in about a third of the countries studied. (Chart A3-2). In this 
case CCA exceeds the neutral rate in half of the countries, including Canada. 


Chart A3-1 
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' In order to have countries on a comparable base, equivalent declining-balance rates were calculated for CCA regimes using linear or other 
types of schedules. 


2 The neutral CCA rate offsets economic depreciation and the penalty from using a nominal instead of a real CCA system less the benefit from 
deducting nominal instead of real interest payments. 


Chart A3-2 
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’ In order to have countries on a comparable base, equivalent declining-balance rates were calculated for CCA regimes using linear 
or other types of schedules. 
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2 The neutral CCA rate offsets economic depreciation and the penalty from using a nominal instead of a real CCA system less the benefit 
from deducting nominal instead of real interest payments. 
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INVESTING IN POST-SECONDARY EDUCATION: 
THE IMPACT OF THE INCOME TAX SYSTEM 
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Introduction 


The decision to undertake post-secondary education (PSE) is one of the most important that 
most Canadians make. That choice is influenced by many factors, including personal aptitude 
and preferences, cost implications, and its impact on financial prospects. Society also has a stake 
in the decision to invest in higher education since a well-educated population is more productive, 
innovative and adaptable as well as more engaged in public issues. As a result, the Government 
supports education through a variety of spending programs and tax measures, raising the private 
return to investment in PSE in order to encourage greater participation. 


This paper examines the impact of taxes on decisions regarding participation in post-secondary 
education. In particular, it evaluates how the income tax system’s cost recognition features, such 
as the education, tuition, textbook, and student loan interest tax credits, reflect the cost of a 
post-secondary education to students and their families. The document also examines how these 
tax support measures compare to the additional taxes that will be generated from higher incomes 
resulting from that investment in education. 


The paper begins by setting the evaluation context, describing: 
¢ how an individual’s decision to embark on higher education can be considered an investment; 
e why governments get involved in that decision; and 


e the effective tax rate framework, which is a commonly used tool for analyzing how the tax system 
affects the financial return to an investment. 


It proceeds by examining the costs typically incurred by post-secondary students, and assesses how 
well those costs are recognized by the income tax system. 


The analysis concludes that the private costs incurred by most post-secondary students when they 
invest in education are more than adequately recognized by the income tax system. Effective tax 
rates on investments in higher education are nevertheless found to be positive, indicating that, even 
with the tax support measures, the tax system makes investment in higher education less attractive. 
These positive effective tax rates arise from a fundamental feature of the Canadian income tax 
system—graduated rates, which cause the incremental earnings of post-secondary graduates to 
be taxed at a higher marginal income tax rate. 


The disincentive effects created by the tax system must, however, be assessed in the context of 
the overall level of support given to post-secondary education and how it can best be delivered. 
Government spending is strongly supportive of higher education, substantially reducing private costs 
and more than offsetting the small amount of net additional tax arising from the tax system. ‘Taken 
together, the tax and spending measures provide a substantial incentive to undertake post-secondary 
education, while maintaining a degree of progressivity in the tax system, 
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Education as an Investment 


Taxes affect many decisions, and evaluation of the impact of taxes is consequently very important. 
This is particularly true when it comes to investment decisions. 


Investments can be broadly defined to include all activities where costs are incurred today with 
the expectation of receiving benefits in the future. Education and training decisions clearly fit within 
this definition. When individuals decide to go to college or university, or to undertake other types 
of training, they must both pay the out-of-pocket costs of their education and give up the income 
they might have obtained if they had decided to enter the workforce immediately instead of going 
to school. Individuals who opt for additional education opportunities do so for a variety of reasons, 
but an important one is to improve their economic prospects once their education is complete. 
They recognize that additional education will increase their chances of obtaining steadier 
employment in a higher-paying line of work. 


Education is thus a classic investment, since it involves incurring costs now in order to reap a 
reward later. A term often used in connection with education—human capital—draws out this 
education-investment link. Just as a business invests in physical capital by building a factory, 
buying machinery, or discovering and developing a mineral deposit, a student or apprentice invests 
in human capital by pursuing education or training opportunities (see Box 1). 


Government Involvement in the Investment-in-Education Decision 


Students receive a large financial return from investing in post-secondary education, and presumably 
would be motivated to invest in education without extra inducement from the Government. 
Nevertheless, governments have traditionally supported students and post-secondary institutions 
through both direct spending programs and tax measures. One justification for this outa is 
that the benefits of higher education flow beyond the student and spill over to society at large.! 
Reviews of the literature suggest that these spillover effects, or externalities, result from a number 
of factors. 


Highly educated employees are on average more productive. Their extra productivity often exceeds 
the additional remuneration they command. Employers may therefore earn higher profits if their 
employees are more educated. Co-workers may also be more productive and more generously 
remunerated in the presence of educated colleagues. Employers and fellow employees therefore 
reap some of the payoff of a student’s decision to get an education. 


New ideas that benefit businesses and society at large often come from well-educated people. 
A more educated workforce may also adapt more easily to changes in technology. These innovation 
channels can also generate externalities from individual decisions to invest in higher education. 


People. with more education may make less use of social programs, to the benefit of their fellow 
citizens, and contribute more in terms of tax levels. Persons with higher education generally have 
more stable patterns of employment and are consequently less prone to require government income 
and social support. With their higher incomes, they pay more taxes. 


1 See Davies, Jim, “Empirical Evidence on Human Capital Externalities,” Department of Finance Working Paper 


2003-11 (2008). 
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Box 1: Education: Earnings Premia, Costs and Rate of Return 


Canadians with post-secondary education earn considerably more on average than those who 
complete high school only. “Earnings premia”: 

¢ are higher for university than for college or trades training; 

e are generally higher for women than for men; and 


e were on an upward trend between 1980 and 2000. 


Per Cent Difference in Weekly Earnings 
Compared to High School Completers—2000 


; Trades Education College Bachelor’s 
Males 18 19 
Females 16 20 


Source: Boothby, Daniel, and Torben Drewes, “Post-Secondary Education in Canada: Returns to University, College and Trades 
Education,” Canadian Public Policy, XXXI\l:1, 1-21 (2006). 


To obtain these payoffs, students pursuing post-secondary education incur a variety of costs, both 
direct costs (tuition, books, etc.) and opportunity costs, in terms of forgone earnings. As discussed later 
in this paper (See the section “Education Costs Incurred by Post-Secondary Students”), the magnitude 
of these costs varies considerably from student to student, but $21,000 roughly approximates the 
typical before-tax cost (including forgone earnings) of a year of post-secondary education, implying 

an $84,000 investment for a four-year degree. 


The payoff from a post-secondary education can be weighed against the cost of obtaining it by 
computing a rate of return. The prospective student may then decide whether the rate of return Is 
high enough to make education a good financial investment. 


A recent C.D. Howe Institute Commentary (See footnote 3) summarized various studies of rates of 
return to first-degree university study over the 1970s, 1980s and 1990s. It found that over that period, 
the after-tax rate of return was 11-12 per cent for males and 15-16 per cent for females. 


Casting the externality net even further, it can be argued that education also imparts “civic 
virtues” that make society function well, such as awareness and involvement in public issues, 
community participation and volunteerism. 


The presence of these spillover benefits means that government subsidization of investments 
in education improves the well-being of Canadians. Government spending on education and tax 
measures targeted at students can encourage individuals to engage in more education than they 
would if they were driven only by internal, personal rewards. 


A second reason put forth for government involvement in education investment decisions is 
to offset limitations in financial markets. Students may be financially constrained from acting on 
educational opportunities if lenders will not extend credit to them based on their increased income 
prospects. The Government may have a role in correcting such credit market failures by becoming 
directly involved in lending to students. 


63 


iv, Tax Expenditures and Evaluations 2006 


> arr iain A : AA AAA TN 
: Wal 


Effective Tax Rate Framework 


The tax system can modify the attractiveness of investing in education, either by making the upfront 
costs less onerous or by increasing the net reward by reducing taxes on the resulting earnings. The 
effective tax rate framework is a helpful tool in analyzing the impact of the tax system on incentives 
to make such investment. 


Consider the situation of individuals deciding whether or not to take part in post-secondary 
education. They can compute a rate of return on the investment, which measures how much more 
they will expect to earn over a lifetime in comparison to the direct costs (tuition, books, etc.) 
and income forgone during the study years. The rate of return can be computed on both a pre-tax 
and an after-tax basis. The proportional difference between the pre-tax and the after-tax rates of 
return shows the degree to which taxes alter the financial incentives to invest in education. This 
wedge between the pre-tax and after-tax rate of return is known as the effective tax rate on 
such investments (see Box 2). 


The effective tax rate will be affected by a variety of factors, both tax and non-tax. Anything that 
alters the before-tax rate of return, such as the cost and duration of an education, the earnings 
premium from an education, or the time pattern of earnings with and without education, can 
have an impact. Holding these influences constant, tax variables such as tax rates, credit rates 
and deductibility rules have an effect as well. 


Tax policy analysis uses the effective tax rate framework to determine the extent to which existing 
or proposed tax measures modify the financial attractiveness of an investment. If all of the costs of 
investing in education are recognized for tax purposes (i.e. fully deductible/creditable and used 
in the year they occur) and the incremental income earned is taxed at the same rate as the initial 
reference level, the effective tax rate will be zero, signalling that the tax system is not altering 
incentives.? Progressivity is, however, a fundamental feature of Canada’s personal income tax 
system, so the incremental income arising from the investment will be taxed at a higher rate, 
making it highly likely that the effective tax rate will be greater than zero. On the other hand, 
as will be seen below, government spending is strongly supportive of post-secondary education, 
and the net effect of the two policies is to encourage educational investment while preserving an 
element of progressivity in the tax system. 


2 Most students, if they are taxable, face the lowest marginal tax rate; hence credits are roughly equivalent to deductions 
for this income group (see Box 4 for a more detailed discussion). 
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Box 2: Rates of Return and Effective Tax Rates 


The table below lays out a simple, stylized example of the financial consequences facing someone 
contemplating an investment in post-secondary education. It assumes: 


e investing in higher education leads to four in-school years of zero earnings followed by earnings 
of $40,000 per year over a 40-year career; 


e direct costs of four years of post-secondary education are $30,000; and 
¢ not investing in higher education leads to earnings of $20,000 per year over a 44-year career. 


Education Period Working Period 
Before Tax (Age 18-21) : (Age 22-61) 
($) ($millions ) 

1. Earnings as a PSE graduate O ik@ 
2. Costs Direct (tuition, books, etc.) 30,000 0.0 

Forgone earnings = 

earnings as a high school graduate 80,000 0.8 
3. Net extra earnings (1. — 2.) -110,000 0.8 


Investing in higher education costs $110,000 during the school years in this example and, after 
graduation, returns $0.8 million in extra earnings. The investment occurs upfront and the reward 

is received later. The rate of return calculation takes the “time value of money” into account by 
discounting future amounts at the internal rate of return. In this example, the before-tax rate of return 
is calculated as 14.6 per cent. 


Now introduce taxes. Taxes on earnings reduce take-home pay for both those who undertake 
post-secondary education and those who do not. Tax deductions or credits available during the 
school years reduce the cost of education. 

The numbers in the table below assume that: 


e the tax rate on income up to $20,000 per year, the amount earned by the high school graduate, 
is 15 per cent; 


e the tax rate on income above $20,000 is 25 per cent; and 
e a 15 per cent tax credit is available on amounts spent on direct costs of post-secondary education. 


Education Period Working Period 
After Tax : _ (Age 18-21) _- > spa fAge 22-61) 
($) ($millions ) 
1. Earnings as a PSE graduate O 1.28 
2. Costs Direct (tuition, books, etc.) 25,500 0.00 
Forgone earnings = 
earnings as a high school graduate 68,000 0.68 
3. Net extra earnings (1. — 2.) _ 98,500 “oie 0.60 


In this example, investing in higher education costs $93,500, after tax, during the school years. After 
graduation, it returns $0.6 million in additional after-tax income. Based on these figures, the after-tax 
rate of return is 13.1 per cent. The effective tax rate is the proportional difference between the 
before- and after-tax rates of return. In this example, the effective tax rate is 10 per cent, calculated 
as (14.6-13.1)/14.6. 
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Education Costs Incurred by Post-Secondary Students 


Forgone Earnings 


One of the largest costs borne by those who decide to invest in education results from the fact that 
students have less opportunity to work for pay. 


Data show that individuals with high school degrees who do not participate in post-secondary 
education earned, at the median, around $20,000 per year during the time they would otherwise 
be going to university (1.e. ages 19 to 22).° Assuming a typical full-time student works during the 
summer, going to school therefore “costs” post-secondary students roughly $15,000 per year in 
forgone earnings.* Of course, the median or average figures may not be too revealing of the forgone 
earnings of students in particular situations. The range of earnings of high school graduates is quite 
broad. An individual student might have found a $20,000-per-year job if he or she had not gone on 
for post-secondary education, or might have found one that paid much more, or might have found 
no job at all. A student with a scholarship as well as part-time and summer earnings might have done 
as well financially by going to school as with a $20,000-per-year full-time job. Indeed, the concept 
of forgone earnings is rather subjective, since it is based on a calculation involving a student’s best 
guess as to “what might have been.” 


Direct Costs 


It is important to distinguish outlays of post-secondary students that can truly be considered as their 
costs of choosing to invest in education in contrast to spending that would have taken place in any 
case, in or out of school. A good number of outlays are made by both students and non-students 
alike. When calculating the financial ramifications of investing in education, it is only the incremental 
costs associated with going to school that are relevant. 


3 Collins, Kirk A., and James B. Davies, “Carrots & Sticks: The Effect of Recent Spending and Tax Changes on the 
Incentive to Attend University,” C.D. Howe Institute Commentary No. 220 (October 2005). The authors estimated 
forgone (before-tax) earnings in 2003 of $14,715. University students are assumed to work during the summer months 
and earn one-third of the yearly, median income for full-time, full-year workers ($20,066), less 20 per cent to capture 
summer employment search time. 


Not adjusting for wage growth or inflation, median male and female high schoo! graduates at 23 years of age earned 
$23,000 and $18,200, respectively, in 1997. See Collins, Kirk A., and James B. Davies, “Tax Treatment of Human 
Capital in Canada and the United States: An Overview and Examination of the Case of University Graduates,” North 
American Linkages: Opportunities and Challenges for Canada, The Industry Canada Research Series, edited by Richard 
G. Harris. Calgary: University of Calgary Press (2003). 


4 EKOS Research Associates, Investing in Their Future: A Survey of Student and Parental Support for Learning (2006). |n 
2003-04, summer employment earnings were $4,847 on average among students who worked, or $3,461 on average 
for all students, including those without summer earnings. Earnings from jobs while at school were $6,612 on average 
for all students who worked ($4,881 for full-time students with part-time jobs). It is debatable whether pay from part- 
time jobs while at school should enter the calculation of forgone earnings. On the one hand, it clearly does narrow the 
in-school/not-in-school earnings gap. On the other hand, students only realize these earnings by working beyond 
normal hours, assuming normal working hours and normal study hours are similar. Students with part-time jobs are 
forgoing the earnings that non-students make during normal working hours, plus the free time that non-students enjoy 
after working hours. The wages students receive for part-time work is compensation for the sacrifice of free time and, it 
can be argued, does not affect the calculation of forgone, normal working hour, earnings. 
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A number of expenses are inarguably incremental. Tuition fees, for example, are clearly something 
that students incur and non-students avoid, as are compulsory school fees. Similarly, there is no 
doubt that purchases of textbooks and school supplies are education costs. Another example of 
expenses that are indisputably educational are interest payments on student loans. 


There is similar certainty about costs that are borne by both students and non-students. Both 
students and non-students must eat and have a roof over their heads. These costs are independent 
of the going-to-school decision. Indeed, if fewer non-students live with their parents in order to 
benefit from free accommodation and food, it may be said that these are incremental direct 
“benefits” of investing in education in that they reduce the reference cost level. 


There are also some grey areas. Students may have a greater need for a computer and ancillary 
equipment than non-students. However, it could be argued that more and more these days, 
non-students also need a computer. Outside the classroom, the lifestyle of students and 
non-students may differ and bring with it differences in certain costs, such as increased 
entertainment expenses for students. However, these would not normally be considered costs 
associated with acquiring an education. More post-secondary students may live away from their 
hometown than non-students of the same age group, so travel from home to school and back 
may be regarded as an educational expense, broadly defined. On the other hand, daily commuting 
expenses may be higher for the working individual since a good number of students live on 
campus or nearby. 


The list below provides some information of the quantitative importance of educational and 
quasi-educational expenses. 


Tuition Fees 


Statistics Canada data® show that annual university undergraduate tuition fees will average $4,347 
in 2006-07, ranging from $1,916 in Quebec to $6,571 in Nova Scotia. 


Tuition fees also differ by faculty, with a year of study in a faculty of education costing on average 
about one-quarter as much as a year of study in dentistry ($3,334 versus $13,463). Graduate 
programs are generally more expensive, with tuition averaging $6,479. 


In a survey® of over 7,500 post-secondary students, EKOS Research Associates estimated similar 
results for 2003—04—average tuition of $4,134 ($4,415 in 2006 dollars). 


As part of the needs assessment work undertaken to determine the adequacy of loans provided 
under the Canada Student Loans Program (CSLP), information is collected from applicants 
regarding their expenditures.” In 2003-04, the nearly 400,000 applicants reported average tuition 
fees of $4,782 ($5,107 in 2006 dollars). The 10 per cent of applicants with the highest tuition costs 
spent $13,331 on average ($13,962 in 2006 dollars). 


Statistics Canada, “University Tuition Fees,” The Daily (September 1, 2006). 
EKOS Research Associates, Investing in Their Future: A Survey of Student and Parental Support for Learning (2006). 


Oo oO 


’ Analysis provided by Human Resources and Social Development Canada based on needs assessment data from 
Canada Student Loan applicants. 
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Other Fees 


According to Statistics Canada,® compulsory student fees will add another $619 to post-secondary 
expenses in 2006-07, varying from $341 in New Brunswick to $719 in Ontario. These additional 
fees include recreation and athletics, student health services and student association fees, which are 
not eligible for the tuition tax credit. 


Books, Equipment and Supplies 


EKOS reported that in 2003-04, post-secondary students spent on average $967 ($1,032 in 2006 
dollars) on books and educational supplies. 


The CSLP needs assessment data put books and supplies spending at a similar $936 on average 
for 2003-04 ($1,000 in 2006 dollars). The provincial variation in average books and supplies 
expenditures was relatively narrow, ranging from about $900 to $1,100, with the exception of 
Newfoundland and Labrador, where students got by with less than $500 worth of books and 
supplies. The data also showed that the top 10 per cent paid out $2,122 each on books and supplies. 


Statistics Canada conducted a survey of post-secondary students and their families based on their 
2001-02 experience.” Respondents were asked about their total education costs (tuition, books, 
supplies) rather than amounts spent on individual categories of expenditures. University students 
reported education costs of $5,200 during the year, compared to $3,200 for college students 
($5,674 and $3,492 in 2006 dollars). These numbers, while not as detailed and from an earlier 
year, are consistent with those obtained from Statistics Canada’s tuition report, the CSLP needs 
assessment and the EKOS survey. 


Loan Expenses 


Post-secondary students generally have higher expenses and lower incomes than those who enter 

the workforce immediately after high school. Consequently, they must often borrow to cover the 

gap between their financial needs and resources during their study years. Statistics Canada found that 
about half of college and university (bachelor) graduates left school owing money they had borrowed 
for their education.!9 Most of the debt was incurred through government student loan programs. 


Eventually, usually after graduation, those loans must be repaid. In terms of measuring loan 
costs of investments in education, it is important to distinguish the repayment of principal from 
the payment of interest. 


8 Statistics Canada, “University Tuition Fees,” The Daily (September 1, 2006). 


2 Ouellette, Sylvie, “How Students Fund Their Postsecondary Education: Findings from the Postsecondary Education 
Participation Survey,” Statistics Canada, Catalogue No. 81-595-MIE2006042 (2006). 


10 Allen, Mary, and Chantal Vaillancourt, “Class of 2000: Profile of Postsecondary Graduates and Student Debt,” 
Statistics Canada, Catalogue No. 81-595-MIE2004016 (2004). 
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A loan is taken out to help cover a student’s expenses. Including both the original expenses and 
the repayment of loan principal as separate costs would result in double counting. A student who 
takes out a $5,000 loan to pay a year’s tuition fee and who later repays the $5,000 to the lender 
does not have $10,000 in costs. If expenses (tuition fees, books, etc.) have already been included, 
the repayment of loan principal should be ignored in computing the costs of investing in education. 


Interest payments are conceptually a different, more complicated matter. 


e It could be argued that interest payments are an expense that arises only because of a decision to 
invest in education. Students typically borrow money and incur interest costs simply because they 
decide to go to school, so interest payments, following this line of reasoning, are clearly a cost of 
investing in education. 


e When it comes to designating the costs that should be recognized for tax purposes, the case for 
interest payments is less compelling. If taxpayers, whether students or businesses, are allowed to 
deduct the full cost of an investment at the time it takes place (i.e. to use cash-flow accounting), 
it is not necessary to also allow deductions for interest payments on loans used to finance the 
investment. For example, contributions to a registered retirement savings plan are allowed as 
a deduction, so interest paid on money borrowed to make the contributions is not deductible. 


Leaving this conceptual debate aside, arriving at an empirical estimate of typical interest payments 
on student debt is no simple matter. 


There is wide variation among students in amount of debt, repayment schedules and interest rates 
attached to loans. Statistics Canada reports that graduates in 2000 who had debts two years after 
graduation owed on average $12,600 (college) and $19,500 (university with a bachelor’s degree),!! 
for an overall average of about $15,000 of debt. But about half of the graduates had no debt two 
years after graduation, implying average indebtedness of all class of 2000 graduates of about $7,500 
in 2002. EKOS reports a similar figure ($7,000) for average debt for all students in 2003-04. At a 
7-per-cent interest rate, interest payments on debts of this magnitude would be around $500 per year. 


Averages such as these are often deceptive, particularly in the case of student debt. Given all 
the factors at play—amount of debt, the interest rate, the repayment schedule, government relief 
measures—tt 1s difficult to say what a “typical” case might be. 


Travel Costs 


Travel is one of the grey areas in terms of education costs. Post-secondary students attending school 
away from their hometown have to travel to school at the beginning of the academic year, usually 
returning home again at the end of the year, and typically make one or more trips during the school 
year. However, their counterparts in the workforce whose jobs are in another town may also return 
to their parents’ home several times per year. To the extent that students return home more 

often, their extra travel costs may be offset by rent savings if they stay with their parents during 

the summer. 


11 Unfortunately, Statistics Canada’s survey on student debt (see footnote 9) did not deal with repayment. The figures on 
debt load cited here refer to the total debt (government and non-government), two years after graduation, of graduates 
who pursued no further education. Only graduates who had some government debt are included in this calculation. 
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Even if travel expenses were judged to be legitimate education costs, it would be difficult, 
as a practical matter, to estimate their magnitude. Travel costs, which vary with distance, mode 
of transportation and number of trips, would differ considerably from student to student. 
Unfortunately, none of the information sources cited above deal specifically with student 
travel costs. 


Moving Expenses 


There is considerable overlap between travel and moving expenses. It is not important here to delve 
into their finer definitional nuances. It is worth pointing out, however, that the same debate over 
whether travel expenses are true costs of investment in education pertains to moving expenses as 
well. Resolving that debate would leave the empirical problem of obtaining information on student 
moving costs unresolved. Readings on actual moving costs of post-secondary students are as difficult 
to come by as are their travel outlays. 


Summary of Costs 


In acquiring a post-secondary degree, undergraduate students forgo some earnings, pay tuition and 
other fees, and purchase textbooks and other supplies for their coursework. Costs for a typical 
student total approximately $21,000 per year of study, based on available data sources. 


Annual Cost of Undergraduate Study 


Forgone earnings $15,000 
Tuition $4,347 
Additional fees $619, 
Books and supplies $1,000 
Total $20,966 


Tax Recognition of Costs 


Students, who invest in post-secondary education, increase their earning power, and their extra 
carnings mean extra income taxes. However, the income tax system recognizes the costs of investing 
in post-secondary education by allowing students a tax credit or a tax deduction for expenses 
incurred (tax credits versus tax deductions are discussed in Box 4). If all costs are recognized fully 
in the year that they occur, only net extra earnings are subject to tax. 


This section looks at different types of education costs and how they are reflected in the income 
tax system. 


Forgone Earnings 


The tax system provides no explicit deduction for the cost of forgone earnings. Deductions are 
designed to remove from the ambit of taxation certain amounts of income that would otherwise 
be subject to tax. Since the forgone income was not taxed in the first place, there is no need for 
an explicit deduction. 
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Tuition Tax Credit 

Students attending universities, colleges or other post-secondary educational institutions certified 
by Human Resources and Social Development Canada are entitled to a federal tax credit on the 
eligible tuition fees they pay.!? The amount of tuition is multiplied by the lowest tax bracket rate 
(15.5 per cent as of July 1, 2006) to calculate the value of the credit. Provincial credits are also 
available, with the rates varying from province to province. Unused portions of this credit can be 
transferred to supporting family members or carried forward by the student. 


In 2003 (the latest year for which data are available, when the credit rate was 16 per cent), 
over 2 million students claimed federal tuition tax credits in respect of fees of nearly $4.8 billion. 
The average tuition amount reported was about $2,200. 


If all $4.8 billion of these tuition payments had been used to generate credits to reduce 2003 tax 
payments (either those of the student or of a supporting person to whom they were transferred), the 
cost to the federal government would have been over $750 million (16 per cent of $4.8 billion). It is 
not always possible, however, for the student to claim the credit in the year it is earned because he or 
she may have insufficient taxable income. In these cases the credit can be transferred to a supporting 
person, or carried forward to reduce taxes in a future year. 


Education Tax Credit 


This credit is designed to recognize the direct costs of investing in higher education, apart from 
tuition. The federal tax system uses a standard monthly amount ($400 for full-time students and 
$120 for part-time students) to reflect these costs. Students in a qualifying educational program at 
a designated educational institution are entitled to a tax credit based on the number of months they 
are enrolled.!? The federal credit amount is multiplied by the lowest tax bracket rate (15.5 per cent 
as of July 1, 2006) to calculate the value of the credit. Provinces have similar provisions. 


As with the tuition tax credit, unused portions of this credit can be transferred to supporting 
family members or carried forward by the student. 


12 Eligible tuition fees include admission fees, charges for library and laboratory facilities, exam fees, application fees, 
charges for certificates, and membership or seminar fees related to programs. Some fees are specifically identified as 
ineligible—social and athletic, medical care or health services, transportation and parking, board and lodging, cost of 
goods of enduring value retained by students (e.g. microscope, uniform), initiation into professional organizations and 
penalties. For students taking correspondence courses, the eligible course fees may include books, cassettes, CDs, 
etc., that the students are required to buy. For students at flight training schools, the cost of flying time may be eligible. 
(Canada Revenue Agency, Interpretation Bulletin IT-516R2, Tuition Tax Credit). 

13 Designated educational institutions include universities, colleges and other post-secondary institutions. A qualifying 
program must involve at least 10 hours of instruction or work per week for the duration of the program. Full-time 
students are enrolled in 60 per cent or more of the usual course load. (Canada Revenue Agency, Interpretation Bulletin 
IT-516R2, Tuition Tax Credit). 

Part-time students who qualify for the disability amount or were enrolled part-time due to mental or physical impairment 
can claim the full-time education tax credit amount for each month of study. Under the medical expense tax credit, 
people with disabilities are also able to claim expenses related to education and employment, such as tutoring, note- 
taking services and talking textbooks. 
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In 2003 (the latest year for which data are available), 1.5 million students claimed the federal 
education tax credit for full-time study and nearly 700,000 for part-time study. There may be some 
overlap in these numbers, as some students likely engaged in full-time study for some months of the 
year and part-time study for others. There is no duplication, however, in the total amount claimed 
($4.3 billion). The average education tax credit amount for full-time study was about $2,600, or 
6% months of study at $400 per month. For part-time study, the average claim was for just under 
$600, or roughly 5 months of study at $120 per month. 


Assuming that the entire $4.3 billion was used in 2003, the education tax credit would have cost 
the federal government some $700 million in reduced taxes that year (16 per cent of $4.3 billion). 
But the same proviso made in the case of the tuition tax credit, that some credits are not used to 
reduce taxes in the year that they are earned, also applies to the education tax credit. 


Information on carry-forwards and transfers is not available separately for the tuition and 
education tax credits. In 2003, the total amount used for these two credits, including transfers 
and amounts brought forward from earlier years, is estimated at $1.2 billion. 


Textbook Tax Credit 


A federal textbook tax credit amount of $65 per month for full-time students and $20 for part-time 
students was introduced in the May 2006 budget. The credit amount is multiplied by the lowest tax 
bracket rate (15.5 per cent as of July 1, 2006) to calculate the credit. Unused portions of this credit, 
like the education and tuition tax credits, may be transferred to supporting family members or 
carried forward by the student. 


The 2006 budget estimated that the cost of this new credit would be $135 million in 2006-07 
and $125 million in 2007-08. 


Summary of Tuition, Education and Textbook Tax Credits 


In terms of cost recognition, the tuition tax credit amount covers the entire amount the student pays 
in tuition, without restriction. The education and textbook tax credit amounts are designed to cover 
the typical non-tuition costs of post-secondary education. For a full-time student attending school 
for eight months a year, the combined education and textbook tax credit amount is $3,720 (see 

Box 3). Data show that, on average, students spend about $1,600 on textbooks, supplies, equipment 
and compulsory fees not eligible for the tuition tax credit. Extending the definition of education 
costs to allow for grey-area items such as home-to-campus travel and moving expenses would 

not change the conclusion that the tax provisions are ample to cover the outlays of average 
post-secondary students. 
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Box 3: Impact of the Tuition, Education and Textbook Tax Credits 


A student attending a full-time program at a Canadian university for eight months of full-time study, 
paying tuition of $4,000, is entitled to the tax credits described in the table below. For the purposes 

of this table, provinces are assumed to offer credits equal to half the value of the federal education and 
tuition tax credits. 


Credit Amount Value of Tax Credit! . 
Federal Provincial Total - 


Education $400 * 8 months = $3,200 * 15.5% = $3,200" 7, /570= $744 
$3,200 $496 $248 


Textbook $65 * 8 months = $520 * 15.5% = $80.60 
$520 $80.60 


Tuition $4,000 $4,000 * 15.5% = $4,000 * 7.75% = $930 
$620 $310 


Total $7,720 $1,196.60 $558.00 $1,754.60 
1 As of July 1, 2006. } af 


As a result of these credits, a student’s taxes (or that of his/her supporting family member) could be 
reduced by $1,754.60. 


Student Loan Interest Tax Credit 


Interest paid on loans under the Canada Student Loans Act, the Canada Student Financial Assistance 
Act or similar provincial or territorial government laws for post-secondary student loans is eligible for 
a federal tax credit. 


The credit is determined by multiplying the lowest tax bracket rate (15.5 per cent as of July 1, 
2006) by the amount of interest paid. 


The credit applies to interest paid on qualifying student loans. Unlike the education, textbook and 
tuition tax credits, the student loan interest tax credit cannot be transferred to another person. 
Unused portions of the credit can be carried forward for up to five years and used by the student in 
years when tax would otherwise be payable. 


In 2003, 700,000 tax filers reported paying over $400 million in interest on student loans, or 
about $600 each on average. With a credit rate of 16 per cent that year, the federal tax relief 
provided by this measure was worth about $70 million. 


Moving Expense Deduction 

Students are allowed to deduct moving expenses from salary, wages or self-employment income 
earned at their new location. In addition, they may deduct from scholarship, fellowship, research 
grant and similar award income moving expenses incurred in order to study at a post-secondary 
institution, although it should be noted that Budget 2006 fully exempts such income from tax 
effective for the 2006 and subsequent taxation years. 


73 


~u%, Tax Expenditures and Evaluations 2006 


ee OOS 


Child Care Expense Deduction 


Child care expenses are deductible, generally against earned income, by tax filers who satisfy a list 
of criteria. One of these is that, when the child lives with both parents, the parent with the lower 
income must report the deduction. This parent is likely to be in a lower tax bracket, or not have 
any taxable income at all, making the deduction less valuable than if it were available to the 
higher-income parent. However, there is an exception: the parent with the higher income may 
claim the deduction if the other parent is a student. This provision may ease the financial burden 
of paying for child care while one parent works and the other goes to school. Parallel assistance 
is provided to single parents studying full time (or to two-parent families, where both adults are 
studying full time) by allowing them to claim the child care expense deduction against all types 
of income. 


Tax Treatment of Income 


Scholarship and Bursary Income Exemption 


As planned in the 2006 budget, scholarship, fellowship and bursary income received by a 
post-secondary student will be fully exempt from tax for the 2006 and subsequent taxation years. 
Previously, the exemption covered only the first $3,000 of annual income from these sources. 


In 2003, when the $3,000 cap was in effect, around 106,000 post-secondary students reported 
receiving scholarship-type income of some $796 million; approximately $319 million of that amount 
was exempted from taxation. 


The 2006 budget placed the benefit to students of removing the cap at $50 million of reduced 
federal tax payments in 2006-07 and $45 million in 2007-08. 


Registered Education Savings Plans 


Parents and others may set up a registered education savings plan (RESP) to help pay for the cost 
of a beneficiary’s post-secondary education. The contributor is not entitled to a tax deduction for 
amounts paid into an RESP, but the investment income generated within the RESP is not taxed 
until it is withdrawn, and then is taxed in the beneficiary’s hands rather than the contributor’s. 
The deferral of tax payments on the investment income and taxation in the hands of the RESP 
beneficiary, who is typically in a lower tax bracket, are both advantageous from the 

contributor’s perspective. 


RESPs are estimated to have saved contributors and beneficiaries $130 million in taxes in 2003.!4 
The Government also provides matching contributions (Canada Education Savings Grants), and in 


some cases support that requires no matching (Canada Learning Bonds), making RESPs even more 
financially attractive as a means of financing post-secondary education. 


14 Estimates appear in “Table 1—Personal Income Tax Expenditures” in Part 1 of this publication. 
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Box 4: Credits Versus Deductions 


The tax credits described in this paper are all provided at the same rate at which taxes are imposed 
on income in the lowest tax bracket—15.5 per cent as of July 1, 2006. If a post-secondary graduate 
eventually earns income that places him or her in a higher tax bracket, that income will be taxed at 
more than 15.5 per cent. Taxing income at a higher rate than that used for recognizing costs raises 
the effective tax rate on investment in education. 


However, allowing a deduction rather than a credit for education costs would not have much impact 
on the effective tax rate on investment in education. At the time they incur education costs, students 
generally have low incomes. They are generally in the lowest, 15.5 per cent, tax bracket. A deduction 
would generally be worth the same as a tax credit to the m—15.5 per cent of the costs. 


Unused deductions can be carried forward but, consistent with the cash-flow approach to taxing 
investment in education, accumulated deductions must be used in the earliest year in which the 
graduate would otherwise have to pay tax. A student’s income (and tax bracket) in early 
post-graduation years is likely to be low compared to what the graduate will experience over 

a lifetime, so the impact of switching from credits to deductions would be small. 


Transferring the deduction to a spouse or parent in a higher tax bracket would also reduce the effective 
tax rate on the investment, although not necessarily from the student’s perspective. Furthermore, limits 

on transferability and the requirement to reduce the student’s taxable income to zero before transfers of 
deductions are permitted would reduce the impact. 


Graduated Rates 

As discussed in Box 4, positive effective tax rates may result if the direct costs of an investment are 
incurred and recognized at one point in time and the income payoff from the investment is realized 
later. This phenomenon is particularly evident in tax systems with graduated rates. 


Graduated rates introduce complications even in the absence of direct costs. Recall that one 
of the costs of an investment in education is the income forgone by going to school rather than 
working immediately after high school. The income of high school graduates, particularly in the first 
few years on the job, is typically lower than the income their post-secondary graduate counterparts 
earn after graduation, and is taxed at a lower rate in a progressive tax system. As a result, when 
it comes to comparing with-education and without-education income streams, there is a wedge 
between the pre-tax and post-tax comparisons. With graduated tax rates, the after-tax return on 
an investment in education will be lower than the pre-tax return, !® 


15 The impact of graduated tax rates would be attenuated if students were allowed to carry back some of their post- 
graduation income for tax purposes and report it in the years when they had been at school. The benefits in terms of 
reducing tax-induced distortions would have to be balanced against considerations of fairness as well as the increased 
complexity and administrative burden created. 
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The favourable recognition of costs through the education and textbook tax credits along 
with the tax treatment of scholarships and RESP investment income provide a partial offset, 
on average, to the impact of graduated rates, thereby contributing to a lower effective tax rate 
on investment in education.!® 


Summary of Tax Treatment 


The income tax system recognizes all of the costs of investing in post-secondary education. 


e Forgone earnings are implicitly recognized by the tax system. Earnings are taxed in the hands 
of the high school graduate comparator, while the post-secondary student who forgoes those 
earnings does not pay the associated taxes. 


e Tuition costs are fully recognized under the tuition tax credit. 


© Other educational expenses for the average post-secondary student total about $1,600 to $2,000 
per year. The federal education and textbook tax credits are roughly twice as large, at $3,720 for 
eight months of study. These credits can be used even when the student is not in a tax-paying 
position via transfers and carry forwards. 


e A credit is available for an unlimited amount of student loan interest paid. For maximum 
flexibility, the credit can be carried forward up to five years. 


° Certain types of income—scholarships and RESPs—used to finance investments in education 
receive favourable tax treatment 


These tax features make the decision to go to college, university or trade school more financially 
attractive than it would be on a without-tax basis. However, there are offsetting effects flowing 
through the graduated rate structure of the tax system. Where the tax system comes out on balance 
is an empirical matter, one that will be explored in the next section. 


Effective Tax Rates on Investments in Post-Secondary Education 


The rate of return on an investment in post-secondary education can be computed before and after 
tax. The effective tax rate is the proportional difference between the before- and after-tax rates of 
return (see, Box 2), 


The mathematical process of computing a quantitative estimate of this rate is relatively 
manageable. The empirical process of doing so, based on real-world experience, is more complex. 
As a result, there is no simple answer to the question, “What is the effective tax rate on investments 
in post-secondary education?” 


Situations facing potential post-secondary students vary greatly. As discussed earlier, the cost 
of education differs from program to program, from province to province, from institution to 
institution and from student to student. The income forgone during the in-school years depends 
on the alternative job opportunities open to the particular student. The income premium resulting 
from attaining a post-secondary education is again student-specific. Finally, the amount borrowed 


16 Given that other education-related expenses are recognized as they are incurred, the credit for student loan interest 
could also be viewed as a preference that offsets the impact of rising marginal tax rates. 
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to pay for the education, the loan repayment profile and the interest rate applied to the loan are far 
from uniform. Each of these cost, income and borrowing factors interacts with the tax system and 
affects estimates of actual effective tax rates. 


Existing Research on Undergraduate Effective Tax Rates 


A recent study by Collins and Davies!” computed effective tax rates for many combinations of 
these factors. In their base case estimations, they looked at single students with no dependants, 
since changes in family status would have tax ramifications that would feed back into the computed 
effective tax rate. Similarly, they avoided the complications that would have been introduced by 
allowing for tax-favoured income sources—specifically assuming no income from scholarships or 
RESPs and no flows into or out of registered retirement savings plans or registered pension plans. 
They looked only at the federal and Ontario tax systems. 


Collins and Davies estimated the median employment earnings of males and of females in various 
age categories with different educational attainments as portrayed in Statistics Canada’s 1998 Survey 
of Consumer Finances. Their sample was restricted to people working full-time for the full year. 

Each of the 1998 earnings observations was escalated to 2003 by applying the growth rate in average 
earnings over the intervening period. A student’s lifetime earnings path was proxied by the estimated 
median earnings of people of different ages in 2003. 


Collins and Davies found that effective tax rates on investments in post-secondary education 
are positive, as the impact of graduated tax rates more than offsets the treatment of costs by the 
tax system.!8 The Department of Finance has adapted the Collins and Davies methods to produce 
preliminary estimates of effective tax rates using 2006 tax parameters. As shown in Chart 1, the 
effective tax rate on education is, however, substantially less than the marginal effective tax rate 
on physical capital estimated by the Department.!? 


Differential tax treatment of human capital is appropriate given the ample evidence of externalities 
associated with investment in post-secondary education.?9 In contrast, with the exception of research 
and development investment, which is not included in the marginal effective tax rate shown in 
Chart 1, there is no consensus that investment in physical capital provides significant benefits to 
society that are not captured by the firms making the investment. 


17 Collins, Kirk A., and James B. Davies, “Carrots & Sticks: The Effect of Recent Spending and Tax Changes on 
the Incentive to Attend University,” C.D. Howe Institute Commentary No. 220 (October 2005). See also, by the same 
authors, “Measuring Effective Tax Rates on Human Capital: Methodology and an Application to Canada,” Measuring 
the Tax Burden on Capital and Labor, edited by Peter Birch Sorensen. Cambridge, Mass.: MIT Press (2004). 


18 Collins and Davies were obliged to simplify their representation of the tax system in order to have a manageable model 
for computing effective tax rates. Some of the measures they omitted would have reduced calculated effective rates. 
For example, Saskatchewan, Quebec, New Brunswick and Nova Scotia have tax rebate/credit schemes that either 
reduce taxes for, or provide grants to, new post-secondary graduates who work in the province. 


19 The calculation for physical capital refers to an investment by a large firm that is small relative to its ongoing 
operations, hence the term “marginal effective tax rate.” In the case of education, the investment is a four-year 
university degree, which represents a substantial fraction of all years of schooling and makes the expression 
“effective tax rate” more appropriate. 

20 See Davies, Jim, “Empirical Evidence on Human Capital Externalities,” Department of Finance Working Paper 
2003-11 (2008). 
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Government Expenditures: Effective Subsidy Rates 


The finding of positive effective tax rates does not mean that government is discouraging investment 
in post-secondary education. Collins and Davies shed light on the overall impact of government 
actions when they investigate expenditure-side measures that raise the return to investments in 
education by reducing the cost to students. They find that once the impact of both the tax system 
and expenditure support is taken into account, the overall influence of government action 1s to 
encourage investment in post-secondary education. This conclusion 1s universal, for both males and 
females and across all fields of study. 


For example, using preliminary Department of Finance estimates for 2006, the pre-tax effective 
subsidy rate (the impact of direct government funding to universities on rates of return) for 
bachelor-level graduates is just over 20 per cent. In other words, government spending on post- 
secondary students and institutions increases the rate of return that students get on their education 
by about 20 percentage points compared to what they would have received if they had borne all the 
costs themselves. 


Chart 1 


Effective Tax and Subsidy Rates on Investment in Physical Capital 
and Post-Secondary Education, 2006 
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1 Department of Finance internal estimate for investments by large corporations. 


? Preliminary estimates. 
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Net Effects of Taxes and Subsidies 


Given an effective tax rate of approximately 10 per cent, government actions encourage participation 
in higher education by raising the return of those who chose to invest by about 10 percentage points 
(20.3 per cent minus 10.3 per cent). Subsidizing investment in human capital through government 
expenditures is an appropriate way of addressing externalities and market imperfections, in part 
because it allows the progressive nature of the tax system to be maintained. Ideally, the net subsidy 
would be equal to the spillover effects from investing in education plus a further amount to account 
for limitations in the credit market for students.?! 


Conclusions 


Investments in higher education have been shown to be financially rewarding. Individuals deciding 
whether or not to attend college, university or trade school have a strong financial self-interest to 
do so. 


Moreover, governments have good reasons for encouraging investment in education. First, 
society benefits from a more educated population beyond the rewards that accrue to the students 
themselves. Second, private lenders will not extend the optimal amount of credit to finance 
prospective students’ investments in education, and governments have a role in helping overcome 
this market imperfection. 


The income tax system alters financial incentives to invest in education. The effective tax rate on 
the return to education is a useful summary indicator of how the tax system is affecting the decision 
to invest. This study has presented evidence that, despite favourable recognition of costs incurred, 
the tax system reduces the return to education. This disincentive arises from a fundamental feature 
of the Canadian tax system—graduated tax rates—which results in the incremental return from 
education being taxed at a higher rate. 


But taxes tell only part of the story. Government expenditures in support of post-secondary 
students and institutions provide strong financial encouragement for investing in higher education. 
Indeed, the same research that uncovers positive effective tax rates on investments in education 
finds an effective subsidy rate pulling strongly in the other direction. The supportive impact of 
expenditures exceeds the disincentive of taxes, leaving the Government with a pro-education stance 
overall. The net result of tax and spending programs is to encourage investment in post-secondary 
education while maintaining a progressive tax system. 


21 See Davies, Jim, “Empirical Evidence on Human Capital Externalities,” Department of Finance Working Paper 2003-11 
(2008) for a review of the literature on the size of spillovers from investment in education. 
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Government Expenditures 
on Post-Secondary Education 


The paper concentrates on government tax measures in support of post-secondary education. 
This annex provides a brief outline of government expenditures on post-secondary education. 


Federal 


The Government of Canada supports post-secondary education (PSE) primarily through transfers 

to provinces and territories. In 2006-07, the Government of Canada will provide approximately 
$15.7 billion through the Canada Social Transfer, including $8.5 billion in cash and $7.2 billion in 
tax transfers for PSE, social assistance and social services, and early childhood development and early 
learning and child care. 


In addition to the tax measures outlined in this publication, the Government of Canada also 
provides some $3.9 billion annually in support for PSE in the form of direct spending: 


¢ $2.0 billion helps students deal with the costs of education, through grants, scholarships and 
student loan programs; and 


e $1.9 billion funds research and related activities in post-secondary institutions (granting councils, 


Canada Research Chairs, indirect costs of research). 


This includes the Canada Millennium Scholarship Foundation (CMSF), which was created by 
the Government in 1999 with an endowment of $2.5 billion (to be spent over 10 years) to provide 
bursaries and scholarships to students across Canada. Since 2000 the CMSF has distributed some 
$300 million annually in bursaries and scholarships to approximately 95,000 PSE students. 


Provincial 


Provinces provide support for post-secondary education through: 

e funding for post-secondary institutions; 

e financial assistance (loans and grants) to post-secondary students; and 
¢ tuition and education tax credits for students. 


Several provinces (Saskatchewan, Quebec, New Brunswick and Nova Scotia) have introduced tax 
credits /rebates for post-secondary graduates who take a job in the province. 
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Federal Funding for Post-Secondary Education Programs22 


Support for PSE Institutions: 


Canada Social Transfer2? e Transfer payments to provincial and territorial governments for 
PSE, social assistance and social services, and early childhood 
development and early learning and child care. 


Post-Secondary Education Infrastructure Trust ¢ $1 billion over two years for provinces and territories for 
infrastructure investments. 


Direct Support for Students: 


Canada Student Loans Program?‘ e Interest paid by government during study. 
e Interest at below-market rates. 
e Interest and principal relief for those in financial difficulty. 


Canada Study Grants2° e Non-repayable financial assistance to PSE students with 
particularly high levels of need. 


e For students with permanent disabilities, students with 
dependants, high-needs part-time students, and females 
pursuing doctoral studies. 


Canada Access Grant2° e Support for students from low-income families and 
with disabilities. 
Canada Graduate Scholarship2° e Support for master’s and doctoral students. 
Canada Millennium Scholarship Foundation?® e Provides bursaries and scholarships to students across Canada 


demonstrating need and merit. 


Apprenticeship Incentive Grant e Announced in 2006 budget to be effective January 1, 2007. 


e Cash grant to apprentices in the first two years of an 
apprenticeship program. 


¢ Supplements the Apprenticeship Job Creation Tax Credit, also 
introduced in 2006 budget. 


Support to Encourage Savings: 


Canada Education Savings Grant?’ e Proportional matching of registered education savings 
plan (RESP) contributions. 


e Government matching per dollar contributed varies with 
family income. 


Canada Learning Bonds?’ e Initial RESP contribution and ongoing payments. i 


22 The Government of Canada also provides support to help fund the post-secondary studies of Aboriginal students. 


23 Department of Finance, “Total Federal Support for Health, Post-Secondary Education, and Social Assistance and 
Social Services,” www.fin.gc.ca/facts/tfsh2_e.html. 


24 Human Resources and Social Development Canada, “Canada Student Loans Program,” 
www.hrsdc.gc.ca/en/gateways/nav/top_nav/program/cslp.shtml. 


25 CanLearn, Human Resources and Social Development Canada, “Canada Study Grants,” 
www.canlearn.ca/cgi-bin/gateway/canlearn/template.asp?sc=pay/school/grants/index.shtml. 


26 Canadian Millennium Scholarship Foundation, www.millenniumscholarships.ca. 


27 Human Resources and Social Development Canada, “Canada Education Savings Grant,” 
www.hrsdc.gc.ca/en/gateways/nav/top_nav/program/cesg.shtml. 


81 


4, , Tax Expo and Evaluations 2006 


NAAN TALL NA A 


Federal Funding for Post-Secondary Education Programs (cont'd) 


Support for Research: 


Granting Councils® e Canadian Institutes of Health Research, Natural Sciences and 
Engineering Research Council of Canada, Social Sciences and 
Humanities Research Council of Canada. 


e Funding for research at universities, colleges and 
research hospitals. 


Canada Research Chairs?9 e Federal funding for creation of university research fellowships. 


Canada Foundation for Innovation’? e Funding to strengthen the capacity of Canadian universities, 
colleges, research hospitals and non-profit research institutions. 


28 Canadian Institutes of Health Research, www.cihr-irsc.gc.ca/e/193.html; 
Natural Sciences and Engineering Research Council of Canada, www.nserc.gc.ca/sf_e.asp?nav=sinav; 
Social Sciences and Humanities Research Council of Canada, www.sshrc.ca/web/home_e.asp. 


29 Canada Research Chairs, www.chairs.gc.ca/web/home_e.asp. 


380 Canada Foundation for Innovation, www.innovation.ca/index.cfm. 
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